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9 SURPLUS PROPERTIES 


in NEW YORK CITY & WESTCHESTER 
ENTIRE BLOCK * BLOCK FRONTS * TWO-STREET FRONTS 


GFION 
_WED. , NOV. 20 commoners wore. 


For | bene or Development as panera 
Houses, Garages, Warehouses, Theatres, Hotels 


ENTIRE BLOCK. 3rd to 2nd Aves., E. 65th to 66th Sts. 200’10’’x610’. 
Ground area, 122,500 sq. ft. 3-story brick. Bldg. area, 234,000 sq. ft. 
BLOCK FRONT, WS 10th AVE., 53rd to 54th Sts. 200’10’’x475’. Ground 
area, 95,400 sq. ft. 3 and 4-story and basement brick. Bldg. area, 
360,000 sq. ft. Right to 2 R.R. sidings on submerged N.Y.C.R.R. 
BLOCK FRONT, NS BAYARD ST., Bowery to Elizabeth St., opposite 
entrance to Manhattan Bridge. Plot 200’x100’. Ground area, 20,000 
sq. ft. 2-story and basement brick. Bldg. area, 57,000 sq. ft. 

2 STREET FRONTS. 637-647 W. 125th St., thru to 634-644 W. 130th St. 
139’5’’x125’x182’9’’x120'11”". Ground area, 18,900 sq. ft. 4-story and 
basement brick garage. Bldg. area, 71,000 sq. ft. 

2 STREET FRONTS. 627-629 W. 129th St. thru to 624-626 W. 130th St. 
50’x199’10”. Ground area, 10,000 sq. ft. 3-story and basement garage. 
Bldg. area, 35,000 sq. ft. 

2524 AMSTERDAM AVE., SW cor. 186th St. 165’7” x 100’ x irreg.; 
20’x61’ improved with 1-story brick sub-station generating plant. Ceiling 
height 25 ft. Remaining corner area vacant. 

WHITE PLAINS, N. Y. 14 Tarrytown Road thru to NS Russell St. 
Vacant business plot. 41’3’ x 100’ x irreg. Total area, 14,500 sq. ft. 
NEW ROCHELLE, N. Y. Business Information re brokers participation 
block front, SS Washington furnished upon request 
Ave., Webster Ave. to Ist St. 

200’ x 100’ x irreg. Partially oc- 

cupied by gas station. 

NEW ROCHELLE, N. Y. 64-66 

Mechanic St., thru to Division 

St. 52’4” x 836” x irreg. on 

Mechanic St. 40’ x 130’ x irreg. 

on Division St. 1 and 2-story 


Pe 
bldg. 2 stores. Plot area, 9,400 ce ney, Jp ies attota p Day, yp 
sq. ft. ‘TlONEERS 


Dimensions and areas are approximate. a 1ONEERS ASS0CATION 
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The reflected glare of light on paper work 
bounces back into the eyes, where Nature has pro- 
vided no protection. It causes eye fatigue, which, 
too often, communicates itself to other parts of the 


body and brings on that “tired-all-over” feeling. 





Accuracy suffers... work drags... errors creep in. 





“EYE-EASE” paper minimizes such reflected 
glare . . . guards workers’ eyes against strain and 


fatigue. Its correct green-white tint, combined with 





restful brown and green ruling, is easy on the eyes, 
makes for greater working efficiency at any time, 
under any kind of light. It speeds up work. It helps 


to keep workers longer at their best. 





ASK YOUR STATIONER 
and write us for a copy of booklet 
E-10, “REDUCE EYE FATIGUE.” 





NATIONAL BLANK BOOK COMPANY 


HOLYOKE, MASSACHUSETTS 


CHICAGO BOSTON SAN FRANCISCO 








merica finds 4 new, easy Way to sal) 


cr oF the war has come a great 
lesson in thrift--the success 
of the Payroll Savings Plan. 

Under this Plan, during the war, 
millions of wage earners set aside 
billions of dollars for War Bonds 
through “painless” weekly pay 
deductions. 








Under it today, millions more 
continue to use its easy deductions 
to buy U.S. Savings Bonds. . . to 
put away the money for new 
homes, new cars, new appliances. 
SuGccEstion: Why not let this new, 
easy way to save help you save too? 





SAVINGS AND INTEREST ACCUMULATED 
Weekly 
pore? In 1 Yeor In 10 Years 








$195.00 $2,163.45 
325.00 3,607.54 
390.00 4,329.02 
487.76 5,416.97 
650.00 7,217.20 
780.00 8,660.42 
975.00 10,828.74 














Savings chart. Plan above shows how even Out of pay— into nest eggs! A wage earner 
modest weekly savings can grow big. Moral: choose his own figure, have it deducted regular! 
Join your Payroll Savings Plan next payday. from earnings under Payroll Savings Plan. 


SAVE THE EASY WAY... 
BUY YOUR BONDS THROUGH PAYROLL SAVINGS 





Contributed by this magazine in co-operation 


with the Magazine Publishers cf America as a public service. 
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Dou t 
MISTAKE THE NAME! 


This thought strikes us occasionally — could our name 
Addressing Machine & Equipment Co. cause readers to 


relegate our services solely to mailing departments? 


Of course, we do know that many Accountants, Comp- 
trollers and Purchasing Agents rely on us for rebuilt 
accounting, bookkeeping, billing and calculating machines. 
Would you mark that up in your memory for the next time 


Systems are being considered. 


Our representative will work with you in suggesting the 
proper business machines — subject, of course, to your 
own advice. Now, no priority or Government approval is 
needed to obtaimn our rebuilt and reconditioned machines. 
All machines are guaranteed to look and operate like new 
and are serviced Free for one year. We invite you to call 


for the services of a Systems and Methods representative. 


P.S.—lIf you advise clients to sell surplus machines please tell us. It will be 
CZ greatly appreciated both by us and your professional colleagues. 


ADDRESSING MACHINE & EQUIPMENT CO. 


NEW YORK 7, N. Y. WOrth 2-5337 


326-330 BROADWAY 
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He gears the “what-ws” 
to the “what-should-be” 


There can be many a costly slip 
between the policies conceived in oak 
paneled board rooms and the practice 


in the operating ofhices. 


. 

Wise management safeguards 
against serious slips by setting up rigid 
controls... and by retaining an internal 
auditor, who sees that the controls 


control. The internal auditor analyzes 


operations ... scouts the sources of 


waste . . . checks profit against profit 
potential. If “what-is” and “what- 
should-be” don’t jibe... the internal 
auditor makes recommendations. 

McBee is not an accounting firm 
... but with products and methods 
evolved in forty years... aids the 
internal auditor by making the facts 
available faster. 


Miss THE McBEE COMPANY 


SS 


= 


SOLE MANUFACTURERS OF KEYSORT 
295 Madison Ave., New York 17, N. Y.... Offices in principal cities 
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STANDARD 


Tax Reports 


'T-Yo(-Vae] | 


Nw law? Oldlaw? Speed? Accuracy? Convenience? Com- 
pleteness? Whatever the need, whatever the question—f it involves 
federal taxes for revenue, the accepted reporter of the federal 
tax specialist, the first choice of the man “who must have everything” 
is STANDARD FEDERAL TAX REPORTS. 


Whether they represent the tax payer or tax collector, on which- 
ever side of the tax fence they stand — Tax Men all endorse 
“Standard Reports” in use, collect real dividends from its breadth 
of coverage, official and explanatory, its dependability, and its 
down-to-earth practical values. 


For the “Standard Reports” subscription plan brings subscribers 
up to date immediately and keeps them up to date continuously. 
Its swift, detailed, informative weekly issues blanket the field of 
federal taxation most important to business and its tax counsel — 
reporting week by week the latest development in pertinent law 
or regulation, interpretation of ruling or court decision — the 
newest return, report, or form—all enriched and illuminated by 
editorial sidelights and plain English explanations. 

Accordingly, STANDARD FEDERAL TAX REPORTS subscribers 
always have the facts, always know just what to do — and why 
and how to do it! 


Write for Complete Details 


COMMERCE) CLEARING: HOUSE; INC,, 
PUBLISHERS OF TOPICAL LAW REPORTS 

CrHrcacor New Yorex + WASHINGTON @ 

216 N. MichicAN Ava Empire State BLO® MuNseY BLOG 


CCH TQPICAL LAW REPORTS 





Which of these 
PRACTICAL ACCOUNTING BOOKS 


would you like to examine free? 


COST ACCOUNTING — 3rd Edition 
By W. B. LAWRENCE, C.P.A. 


Director, Cost Accounting and Statistical Department, 
American Photo-Engravers Association 


For more than 20 years, this practical work has been the 
outstanding authority on cost accounting — taught in more 
universities, used by more governments, and translated into 
more languages than any other book in its field. Now com- 
pletely revised, with new material based on problems aris- 
ing from reconversion of industry. Distinctive features: 
Disribution Cost Accounting — Process Cost Accounting — 
Variances from Standard Costs —Classification of Accounts 
— Interlocking Exhibits. Every cost accounting procedure 
is simple and clearly explained. The book also includes 135 
practical problems, 39 forms, 5 diagrams, 27 charts, 18 
exhibits. 


606 Pages 


MATHEMATICS OF ACCOUNTING 
(REVISED) 
By A. B. CURTIS, C.P.A. and J. H. COOPER, C.P.A. 


A book of short cuts for the busy accountant, presenting 
time-saving methods for the computation of interest, dis- 
counts, rents, royalties, dividends, depreciation, obsoles- 
cence. It also covers the more involved accounting com- 
putations dealing with bond and bond interest valuation, 
averages and annuities, foreign exchange, valuation of 
asset accounts, goodwill, partnerships, and other aspects 
of actuarial science of interest to the accountant. A special 
section is devoted to the graphic presentation of statistics. 


480 Pages 6 x 9 Inches $5.35 


6 x 9 Inches $5.35 


AUDITING (REVISED) 


By WILLIAM H. BELL, M.C.S., C.P.A. and 
RALPH H. JOHNS, C.P.A. 


Famous for its practicality, definiteness and conciseness, 
this authoritative work presents the basic principles of 
auditing and the methods and procedures generally recog- 
nized by leading professional auditors. All types of audits 
are covered, including the detailed audit, the general 
audit, and special examinations and investigations. Nu- 
merous illustrations are introduced to show methods of 
establishing independent control of accounts, procedures 
in verifying receipts and disbursements, and techniques 
for detecting irregularities and frauds. 

$5.00 


432 Pages 6 x 9 Inches 


OTHER P-H BOOKS FOR ACCOUNTANTS 


Analysis of Financial Statements — Guthmann..... $6.00 
C.P.A. Review (revised) — Winter SS 6.00 
Solutions to C.P.A. Review (revised) — Winter. . 8.65 
General Accounting — Finney... 

{ndustrial Accounting — Specthrie..... 

Winery Accounting and Cost Control — Maxwell... . 
Budget Principles and Procedure — Bartizal 

Tax Compendium and Diary (1947 Edition) 


MAIL COUPON TODAY! 
540 


FINNEY’S INTERMEDIATE— 3rd Editic 


Widely used by leading accountants as a working mai 
and reference book. The revised, enlarged edition 

into account the effects of recent legislation in the dis 
sions on capital stock accounts, Treasury stock, ca 


stock, stated capital, and earned surplus. It also covers] 


pronouncements of the American Institute’s Committe 
accounting procedure, relating to appraisals, depreciat 
on appreciation, accounting for intangible assets, refu 
ing transactions, stock dividends, and combined statema 
of income and earned surplus. Throughout, the book 
sents a clear, detailed explanation of basic accouni 
procedures employed in balance sheet valuation and‘p 
determination. 


873 Pages 6 x 9 Inches 


FINNEY’S ADVANCED— 3rd Edition 


Nearly 200 problems drawn from actual practice make 
a most useful work on the more advanced phases of 
counting. Features of the new, revised edition are 
chapters on Consolidated Balance Sheets; Consolid 
Profit and Loss; Consolidations, Mergers, and Finané 
Contents include: Partnerships — Statement of Affa 
Receiver’s Accounts—Realization and Liquidation Ace 
and Statement — Home Office and Branch Office Ace 
ing — Foreign Exchange — Estates and Trusts —B 

— Public Accounts — Bank Accounts — Brokerage. A 
that belongs in the office of every practising account 
Ideal for C.P.A. Coaching. 


814 Pages 6 x 9 Inches 


0-DAY FREE EXAMINATION OFff 


PRENTICE-HALL, INC. (Dept. B-AB-70/59-A) 
70 Fifth Avenue, New York 11, N. Y. 


Send me for free inspection the books checked below 


Advanced Accounting 


Cost Accounting (Third Edition) - 


Finney 6 
- Lawrence. § 
¢ 


{J 

{] 

[] Auditing (Revised) — Bell & Johns........- 

{ ] Mathematics of Accounting — Curtis & Cooper 5a 


Mn Mi Mn Mn Ms Me Ml Mn Mn Mn Ml Ml Ml Mle Ml A May 


At the end 0 days, I will either return the books 

send you in payment. (If remittance ac 

panies ‘r, we pay postage. Moncey refunded 
yu are 

Name 

Firm 


FT ee ee ee 


- SPECIAL EDUCATIONAL DISCOUNT. Ii} 
LJare an instructor and wish to examine books with 
view of adopting them for class use, please check here 
we will quote quantity price and Educational Disco 
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[ ] Intermediate Accounting — Finney $6. 
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TWO IMPORTANT COURSES 





FOR THE TAX PRACTITIONER 





The Refresher Course (fifth year) 


Title: FEDERAL INCOME TAXES 
TODAY. 


Time: Twelve Friday evenings, 6:00 —7:45 
p.m., from Nov. 1-Jan. 31. 


Place: Mid-town location. 


Lecturer: DAvID BoyD CHASE, attorney and 
authority on taxation; member of the firm 
of J. K. Lasser & Company. 


Nature of course: Not a beginning course. 
Intended for the practitioner who wants to 
brush up on tax laws, decisions and trends. 
The tax law will be analyzed functionally 
so that the entire law and decisions are 
covered as they apply to everyday trans- 
actions which cause tax problems. The 
main topics covered include: 


1. Individuals not Engaged in Business or 
Profession 
. Capital Gains and Losses 
. Corporations 
. Partnerships 
. Family Transactions 
. Small Corporations 
. Distributions, Liquidations, Redemptions 
. Liquidations, Mergers, Consolidations 
and Reorganizations 
9. Aliens, Foreign Income, Foreign Trade 
Corporations 
10. Real-Estate Transactions 
11. Business Insurance, Life Insurance, An- 
nuities 
12. Procedure 
Fee: $30.00. Veterans eligible under G.I. Bill. 


For printed folder CP, call SPring 7-2000, 
extension 293, or address 


oOnouw ® & Ww 


Division of General Education 


NEW YORK UNIVERSIT 


Room 211, Main Building ‘ 


100 Washington Square 





Course for Experts 


Title: FIFTH ANNUAL INSTITUTE ON 
FEDERAL TAXATION. 


Time: Eight full days. Nov. 12-21. Day ses- 
sions 9:30-5:00 p.m. Dinner session-forum 
on seven evenings. 


Place: Washington Square Center of New 
York University. 


Lecturers: Over 70 experts and advanced 
students of Federal taxation. 


Nature of sessions: Intended for the advanced 
practitioner who has specialized in Federal 
taxation and has a thorough grounding in 
the subject. Lecturers will present concise 
and practical analyses of procedures and 
mechanics to be followed in difficult tax 
problems. Discussions grouped roughly as 
follows: 


November 12-13: Estate Planning, gift and 
estate problems 

November 13-16: Practice, procedure and 
similar problems 

November 14-20: Income Tax 

November 20-21: Excess Profits Tax 


Materials: Extensive and detailed outlines 
and check lists accompany each presenta- 
tion. 

Registration: Advance registration of 300 
already received from over 35 states. Early 
application is advised. 


Fee: Tuition $75.00. Single day admission 
$10.00. Dinner fees (optional) $30.00. 
Veterans eligible under G.I. Bill. 


For printed folder CA, call SPring 7-2000, 
extension 293, or address 


New York 3, N. Y. 
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A GUIDE FOR ACCOUNTING PRACTITIONERS—ST 4 FF MEN- 


ROFESSIONAL ETHICS OF PUB- 

LIC ACCOUNTING, while directed 
primarily to young practitioners, staff 
men, and students, is particularly use- 
ful to established practitioners in ac- 
counting firms as a reference book, 
especially when specific questions arise 


-STUDENTS 


concerning professional ethics. With- 
out a proper understanding of the 
principles underlying the ethical rules, 
it is difficult to deal with problems 
involving the public interest, your 
fellow ae: 


clients, or relations with 


countants that come up in _ practice. 


The value of this book is shown by a few extracts from the many letters 
received from prominent accountants, bankers, and business executives: 


“T have recommended that our firm present a copy to every staff member. as I feel that 


the cardinal principles and rules will serve well both our clients and our organization.” 
“This excellent little publication is no doubt the most permanently valuable addition to 
our library in recent months. The entire text is so important that it should be carefully 
read by all. Past experience has amply demonstrated the vital importance of the subject 
to the neophite. Hence, in the forthcoming revision of the Staff Manual, this book will be 
included in the list of “must” reading. There has been a need for a _ concise 
interpretation of the rules and conduct in compact and readable form and Mr. Carey’s 
book amply fills this means.” 

. in fact, its judicious combination of common sense and intelligent professional self- 
interest has provided us with our best and most interesting text on a subject of great and 
growing importance. .. . I am certain that Professional Ethics of Public Accounting will be 
welcomed by all engaged in public practice, and that it will greatly benefit all its readers.” 
“A youngster in the field, such as I, does have many questions on the matter of professional 
ethics which your book answers in a language and logic that is understandable. Equally 
important is the fact that your explanations tend to suggest to the young practitioner 
sound and permissible steps by which he may become known.” 

. it outlines so clearly and comprehensively the obligations of the accountant to his 
profession, his clients and his consumers, and answers, incidentally, many questions that 
have been asked me from time to time by different associates.” 

“T know that I am going to find many occasions on which I shall want to quote your views 
and statements where problems of professional ethics and independence are involved.” 


KEEP A COPY WITHIN REACH AT ALL TIMES— ORDER TODAY 
$2.00 a copy, post paid 


(Plus 2% Sales Tax if delivered in Greater New York) 


AMERICAN INSTITUTE OF ACCOUNTANTS 
13 East 41st Street, New York 17, N. Y. 
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THE NEW YORK 
CERTIFIED PUBLIC ACCOUNTANT 


EMANUEL SAXE, Managing Editor 


The matter contained in this publication, unless otherwise stated, are the statements and 
opinions of the authors of the articles, and are not promulgations by the Society. 
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Relief Under Sec. 721 and How to Get It 


By Pau D. Secuers, C.P.A. 


¥ Bee possibilities of Sec. 721 in 
obtaining excess profits tax relief 
in meritorious cases apparently has 
been neglected to a considerable extent 
by many accountants and lawyers. The 
purpose of this article is to summarize 
the provisions of Sec. 721 and to sug- 
gest methods of establishing the right 
to relief under that section, in the light 
of recent favorable Tax Court de- 
cisions.) 

The discussion of this subject will be 
presented under these seven headings: 


f relief 


1. Purpose and nature « 
under Sec. 721. 

2. Computation of “net 
income.” 

3. General rules for apportioning 
“net abnormal income” to years 
other than the taxable year. 

4. Apportionment in the case of the 


abnormal 








Pau, D. SeGcHers, C.P.A., and 
a member of the. Society, is the 
founder and a past president of the 
Federal Tax Forum. He was chair- 
man of the Society’s Committee on 
Federal Taxation and is a member of 
the corresponding committee of the 
American Institute of Accountants. 











six classes of “abnormal income” 
specified in Sec. 721. 
5. Computation of tax under Sec. 
721. 
6. Procedure in claiming relief under 
Sec. 721. 
Leading decisions of the U. S. 
Tax Court in Sec. 721 relief 
cases. 


J 


1. Purpose and Nature of Relief 
under Sec. 721 

Sec. 721 was enacted in order to 
afford relief from the extremely high 
taxes on excessive profits in the case 
of income attributable to activities or 
events in previous or subsequent 
years’), but realized, for income tax 
purposes, in the taxable year. This 
may include income derived by manu- 
facturers from the development of new 
products and _ processes.‘ 

Relief is afforded under Sec. 721 by 
computing the tax liability in the fol- 
lowing manner: 

That portion of the taxpayer’s 
“net abnormal income” realized in 
the taxable year which is attributable 
to other years is excluded from gross 
income of the taxable year“), and 

Excess profits tax is computed on 
income so reduced“), and 


(1) See Part 7 of this article; and “Manufacturers Can Get Relief” by the same author, 


Taxes, June, 1946. 


(2) H.R. Rep. No. 146, 77th Cong. Ist Sess.(1941), 1941-1-Cum. 
Rep. No. 2114, 76th Cong. 3rd Sess. (1940), 1940-2 Cum. 


(3) Sec. 721(a) (2) (C), I.R.C. 
(4). Sec. 7ZE GeyEL), ERC. 


1946 


Bull. 550,556. Sen. 


3ull. 528. 
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The tax liability so computed is 
increased by the aggregate increase, 
if any, in excess profits tax that 
would have resulted had such ex- 
cluded income been included in gross 
income in the previous years to 
which attributable, and 

The portion, if any, of such ex- 
cluded income which is attributable 
to future years must be included in 
gross income for such future years, 
for excess profits tax purposes, 
The resultant tax liability is subject 

to the limitation that the additional 
excess profits tax computed in the 
above manner for previous and sub- 
sequent years with respect to such 
excluded income shall not result in 
subjecting the taxpayer to a greater 
aggregate amount of excess profits tax 
than would have been due without the 
application of the provisions of Sec. 
721. 

Sec..721 has no effect on the compu- 
tation of base period net income.®) 

Sec. 721 has no application in the 
computation of any tax other than the 
excess profits tax’) (except to the 
extent that the amount of the excess 
profits tax or the credit under Sec. 
26(e) is a factor in the computation of 
other taxes). 

The exclusion from gross income of 
the taxable year of income attributable 
to other vears under Sec. 721 does not 
enter into the computation of the carry- 
over of net loss or unused excess 
profits credit from such year.O 

The attribution of such income to 
other years may, however, affect the 
amount of carry-over of net loss or 

(5) Sec. 721(c) (2), IR. 

(6) Sec. 721(d), I.R.C. 


(7) Sec. 721(d)(1), (2) and (3), I.R.C. 


(8) Sec. 721(e), I.R.C. 
(9) Sec. 26(e), IL.R.C. and Reg. 112, Sec 


unused excess profits credit from such 
years, for the purpose of computing the 
excess profits tax liability or increase 
in such liability for such other years, 
or for the taxable year. 

The effect of the above-described 
computations of tax under Sec. 721 is 
such that a manufacturing concern, for 
example, that has realized increased 
income in one or more of the excess 
profits tax years as a result of its 
development of products or processes, 
may be entitled to substantial refunds 
of excess profits tax under Sec. 721. 
If such development was completed 
prior to 1940, the portion of the “net 
abnormal income” of the taxable year 
that is to be attributed to other years 
under the provision of Sec. 721 (see 
Part 3 of this article) will all be 
attributed to years prior to 1940. Hence, 
all such income will be altogether free 
from excess profits tax, since there 
was no excess profits tax (as that 
term is used in the Internal Revenue 
Code and in this article) in those 
years. The necessarily complex pro- 
visions of Sec. 721“ relating to the 
effect of attributing income to future 
years have no application to a case such 
as described in this example. 


2. Computation of “Net Abnormal 
Income.” 

In order to qualify for relief under 
Sec. 721, a taxpayer must establish that 
it has “abnormal income” in the tax- 
able year and that a part of this income 
is attributable to other years.“'2) “Ab- 
normal income” is defined in Sec. 721 
(a)(1) as income of any one class, 
the aggregate amount of which in the 


35.721-3. 


(10) The definition of the “unused excess profits credit” contained in Sec. 710(c) (2), 
which in turn is based on the definition of excess profits net income in Sec. 711(a), does not 
provide for any adjustment on account of net abnormal income as defined in Sec. 721. In 
attributing income to other vears, however, the attributed income ts included in the gross 
income of the taxpayer for that year, for excess profits tax purposes, and, hence, may decrease 
a net loss carry-over or unused excess profits tax credit. (See Reg. 112, Sec. 35.721-3 and -4). 


(11) See. 721(d) and (e)(3), LR.C. 
(12) Sec. 721(c) and (a) (3), I.R.C. 
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taxable year is in excess of 125% of 
the average of income of the same 
class for the four preceding taxable 
years (or for years taxpayer was in 
existence, if less than four). It is im- 
material whether or not such income is 
actually abnormal in nature. 

The classification of income is sub- 
ject to the provisions of Sec. 721(a) 
(2), which prescribed six specific 
classes of income. (See the description 
of each of these classes in Part 4 of 
this article). If income is classifiable 
under more than one of these classes, 
the taxpayer must irrevocably elect 
one.“13) Classification of income not 
within one of these six classes must be 
in accordance with the Regulations,“ 
which provide in general that the classi- 
fication must be reasonable for the tax- 
payer’s type of business; must be ap- 
propriate in the light of the taxpayer’s 
experience and accounting practice; 
must be consistent with classification 
made in applying Sec. 722, or 711(b) 
(1)(H), (1), or (J); and that such 
classification is subject to approval by 
the Bureau upon examination of the 
return. 

“Net abnormal income”, as defined 
in Sec. 721(a)(3), is “abnormal in- 
come” of any one class less the sum of : 


(1) 125% of the average amount of 
gross income of the same class 
for the four previous taxable 
years (or the previous years 
the taxpayer was in existence, 
if fewer than four) and 

A proportionate part of any 
direct cdsts or expenses (other 
than costs deductible in arriving 
at gross income) through the 
expenditure of which such ab- 
normal income was in whole or 
in part derived, computed -in 
accordance with the formula 


(2 








(13) Sec. 721(a), I.R.C. 


prescribed in the statute and il- 
lustrated in the Regulations.“5) 
In computing the average amount of 
income of any one class for the test 
period, the aggregate amount for such 
period (the four previous years, or 
less, as the case may be) is to be 
divided by the number of taxable years 
in such period, even though some of 
such years consist of less than 12 
months, and even though there was no 
income of the same class in one or 
more of such taxable years. 


3. General Rules for Apportioning 
“Net Abnormal Income” to Other 
Years. 

Having computed the amount of 
“net abnormal income”, the next prob- 
lem is to determine what portion of 
this “net abnormal income” is to be 
attributed to prior years. The Regula- 
tions“®) provide that “net abnormal 
income” must be allocated to the various 
items included in abnormal income, in 
order to determine the portion of each 
such item attributable to prior years. 
These “items of net abnormal income 
are to be attributed to other years in 
the light of the events in which such 
items had their origin, and only in such 
amounts as are reasonable in the light 
of such events.” The segregation of 
any one class of abnormal income ac- 
cording to “items” is unnecessary, 
unless some such items (of the same 
class) are to be attributed to other 
years in varying proportions.“7”) 

The rules for attributing income to 
other years, prescribed in the Regula- 
tions with respect to each of the six 
classes of abnormal income specified 
in Sec. 721(a)(2), are given in the 
next part of this article. In order to 
establish the amounts of net abnormal 
income attributable to other years, it 
is necessary to make a positive show- 


(14) Sec. 721(a), I.R.C. and Reg. 112, Sec. 35.721-2. 
(15) Sec. 721(a) (3), I.R.C. and Reg. 112, Sec. 35.721-1. 


(16) Reg. 112, Sec. 35.721-3. 


(17) See the method of computation prescribed by the Tax Court in place oi those stipu- 
lated by the parties, in Knight Machinery Co., 6 T.C. 519, as detailed in “Manufacturers 


Can Get Relief,” note 1, supra. 
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ing to satisfy the negative tests pre- 
scribed in the Regulations.“8) These 
lay down the rule that items of net 
abnormal income of the taxable year 
shall not be attributed to other years 
to the extent that they result: 

(1) from high prices 

(2) from low operating costs 


? 


(3) from increased physical volume 
of sales due to increased de- 
mand for, or decreased compe- 
tition in, the type of product 
sold by the taxpayer 

from an increase in the amount 
of such income in the taxable 
years over the average for the 
previous years solely because 
of an improvement in business 
conditions, or 

solely by reason of an invest- 
ment lyy the taxpayer in assets, 
tangible or intangible, employed 
in or contributing to the pro- 
duction of such income. 


(4 


uw 


In the case of income of the class 
defined in Sec. 721(a)(2)(C), that 
is, from exploration, discovery, pros- 


pecting, research, or development of 
tangible personal property, patents, 


formulas, or processes, or any combi- 
nation thereof, extending over a period 
of more than 12 months, if such in- 
come is taken into account in de- 
termining base period net income 
under Sec. 722, then only such por- 
tion of such income shall be deemed 
attributable to another taxable year 
as is attributable to an excess profits 
tax year.“ This provision eliminates 
“overlapping” of Secs. 721 and 722 as 
to income of this one class attributable 
to the base period and years previous 
thereto. 

If in any future year the taxpayer 
transfers substantially all its proper- 
ties or distributes any property 1n com- 
plete liquidation, income otherwise at- 
tributable under Sec. 721 to subsequent 


(18) Reg. 112, Sec. 
19) Sec, 721(f), I.R.¢ 
(20) Sec. 721(b), 


Reg. 112, Sec. 35. 


taxable vears shall be included in such 
future year, or the year of realization 
of such income, whichever is later.‘20) 
4. Apportionment in the case of the 

Six Classes of “Abnormal In- 

come” prescribed in Sec. 721. 

The Regulations prescribe rules with 
respect to the attribution to other tax- 
able years of items of net abnormal 
income of each of the six classes speci- 
fied in Sec. 721(a)(2). Each class of 
abnormal income will be described 
below and comments will be presented 
on the Regulations applicable to each 
class. 

(a) “Income arising out of a claim, 
award, judgment, or decree, or 
interest thereon.” Sec. 721(a) 
(2)(A). 

The Regulations’) point out 
that all such income must be 
considered as a single class. This 
seems in conformity with the 
unambiguous language of the 
statute, although it is doubtful 
that Congress intended to con- 
sider all income of this class 
normal in nature merely be- 
cause more than one item of 
such class was received during 
a five year period. 

Generally, where claim arises 

out of exploitation, removal, or 
use, income will be attributed 
to years in which such events 
occurred, taking into considera- 
tion, for example, the number 
of units produced or removed, 
in each year. (Where interest 
is included in the amount re- 
covered, effect is to be given to 
the time factor in allocating such 
income to the years to which 
attributable. ) 
“Income constituting amounts 
payable under contracts, the 
performance of which required 
more than twelve months.” Sec. 
721(a)(2)(B). 
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(22) Reg. 112, Sec. 35.721 
(23) Reg. 112, Sec. 35.721- 
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(This classification is not ap- 
plicable to taxable years begin- 
ning after Dec. 31, 1941. See 
the provisions of Sec. 736, 
noting especially their elective 
retroactive effect.) ‘?? 

Only the period beginning 
with the commencement of the 
work and ending with its com- 
pletion is to be taken into ac- 
count. 

Generally, this provision is 
applicable only if taxpayer used 
completed contract basis for in- 
come tax purposes, and_ then 
only for years beginning prior 
to January 1, 1942). 

Such income shall be attrib- 

utable to the years during which 
expenditures were made, in pro- 
portion thereto, taking into ac- 
count inventories of unused 
materials and supplies. (Note 
that this is not the same as 
the “percentage of completion” 
method. ) 
“Income resulting from  ex- 
ploration, discovery, prospect- 
ing, research or development 
of tangible property, patents, 
formulae, or processes, or any 
combination of the foregoing, 
extending over a period of more 
than 12 months.” Sec. 721(a) 
(2)(C). 

This is by far the most im- 
portant and most common class 
of income with respect to which 
manufacturers and patent li- 
censors, as well as producers 
of minerals, oil, gas and other 
products, may be entitled to re- 
lief under Sec. 721. 

The Regulations‘?*) state that 
the activities resulting in income 
of this class must be those of 
the taxpayer and not of a pre- 
decessor. Note, however, that 


the Regulations give an example 
of relief afforded a taxpayer 
that purchased an invention and 
then made further developments. 

The Regulations?) provide 
that “if the taxpayer engages in 
manufacturing, marketing, min- 
ing, oil production, or similar 
activities, only such portion of 
the resulting income as is at- 
tributable to exploration, dis- 
covery, prospecting, research, 
or development is within the 
class of income described in this 
section.” The statute does not 
specifically require any reduc- 
tion in relief such as is implied 
by this sentence in the Regula- 
tions. Neither do the cases so 
far decided by the Tax Court 
under Sec. 721. 

The Regulations’) provide 
that items of net abnormal in- 
come of this class are to be 
attributed to the years during 
which expenditures were made 
for the particular exploration, 
discovery, prospecting, research, 
or development in proportion 
to the amount of such expendi- 
tures. The Tax Court has ap- 
plied this rule,(@4) while indi- 
cating that it is not necessarily 
to be applied in every case in- 
volving income of this class. It 
is immaterial how such expendi- 
tures were accounted for by the 
taxpayer in its books and re- 
turns. It is, therefore, essential 
to show the amount of all such 
expenditures on account of each 
item of such income, for each 
year of the period of the tax- 
payer’s development of the 
product, process, etc. 

It is also necessary to show 
the amount of all direct “costs” 
or expenses deductible in the 
taxable year (in general, sell- 


-2 (last sentence) and Reg. 109, Sec. 30.721-7. 
/. 


_ (24) Knight Machinery Co. (note 17, supra) and Rochester Button Co., 7 V.G. No6s 
(See Part 7 of this article). 
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ing expenses in the case of a 
manufacturer) through the ex- 
penditure of which the income 
of this class was in whole or 
in part derived. The cases sanc- 
tion determining such amount 
in the ratio of the income of 
this class to the taxpayer’s total 
gross income for the taxable 
vear. 

It is necessary to establish 
the aggregate amount of all 
gross income of this class, *for 
the taxable year and for each 
of the four previous taxable 
years. 

The cost of goods manufac- 
tured must, course, be de- 
ducted from sales in arriving at 
gross income. 

In order to establish the 
amount of each item of net ab- 
normal income of this class that 
may be allocated to vears other 
than the year of realization, it 
is necessary to show the extent, 
if any, to which the increase in 
such income in the taxable year 
over the four previous vears is 
not to be so allocated because 
of anv of the events or con- 
ditions enumerated in Part 3 of 
this article. Any por the 
net abnormal income of the tax- 
able year attributable to any 
such events or conditions is to 
be deducted,?>) and only the re- 
mainder, if any, is to be allo- 
cated to the years during which 
the development, etc., was car- 
ried on by the taxpayer. 


ot 


tion of 


(d) “Income includible in gross in- 


come for the taxable year rather 
than for a different year by 
reason of a change in the tax- 
payer’s accounting period or 
method of accounting.” Sec. 721 
(a)(2)(D). 

The Regulations®@® give as 


721-8. 


721-9, 


112, Sec. < 


> 
J 
Reg. 112, Sec. 3 


an example a change from the 
installment method to the ac- 
crual method (but see Sec. 736, 
affording special relief to tax- 
payers using the installment 
method provided by Sec. 44). 

Other changes in accounting 
method might include change 
from cash to accrual 
‘completed contract” to “per- 
centage of completion” method, 
etc. (But see 721(a)(2)(B) 
above and Sec. 736, as to in- 
come from long-term contracts. ) 

It would seem that only under 
exceptional circumstances would 
relief be obtainable under the 
provisions of Sec. 721 in the 
case of a change of accounting 
period. No light on this point 
is afforded by the Regulations 
or published rulings and de- 
cisions. 


basis, 


Income derived by lessor of real 
property upon termination of 
lease. Sec. 721(a)(2)(E). 

The first example in_ the 
Regulations’?7) —income from 
acquisition of improvements — 
is applicable only to years be- 
ginning prior to January 1, 
1942, in view of Sec. 22(b) 
(11). Rules are given in the 
Regulations for attributing the 
income to the proper vears 
under various circumstances. 

In case of a lump sum re- 
ceived for cancellation of a 
lease, the Regulations provide 
that the income is to be attrib- 
uted ratably to the vears that 
otherwise would have consti- 
tuted the remaining life of the 
lease. 
Dividends on stock of foreign 
corporations other than foreign 
personal holding companies. 
Sec. 721 (a) (2) (F) 

As pointed out in the Regu- 


(25) See Knight Machinery and Rochester Button cases (notes 17 and 24 supra). 
(26) Reg. 
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lations, 28) this provision has no 
effect where the invested capi- 
tal method is used, except as to 
dividends on stock that is not 
a capital asset. 

Such dividend income is at- 
tributed to the years in which 
were accumulated the earnings 
and profits from which distrib- 
uted, if accumulated after the 
acquisition of the stock by the 
taxpayer. 

lf distribution is out of ac- 
cumulations prior to acquisi- 
tion of the stock by the tax- 
payer, such income is to be 
attributed to the year of ac- 
quisition. 

The earnings and profits out 
of which any distribution is 
made are those most recently 
accumulated, as provided in 
Sec. 115. 

5. Computation of Tax under Sec. 

721. 

The excess profits tax for the taxable 
year, computed under Sec. 721, is 
the sum of: 

(a) The excess profits tax on the 
excess profits net income of the 
taxable year after exclusion 
therefrom of the aggregate 
amount of all items of net ab- 
normal income attributable to 
other years PLUS 

(b) The aggregate of any increase 
in’ excess profits tax which 
would have resulted if there had 
been included in the gross in- 
come of each previous taxable 
year the aggregate of all such 
items of net abnormal income 
attributable thereto. 

In computing the tax for future tax- 


(28) Reg. 112, Sec. 35.721-10. 
(29) Sec. 721(c), I. 
(30) Sec. 721(d), I 
t) Sec, 721 (dad) (1). 2), CS), LRG: 
2) H.R. Report No. 146, 77th Congress, 


a a ai 


(3 
(3 
(32 


with the 80% 
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able years, the excess profits tax for 
any future taxable year shall be com- 
puted by including in the gross income 
for such year any amount of net abnor- 
mal income attributable thereto from 

previous year.“3°) But this increase 
in excess profits tax liability resulting 
from such inclusion must not exceed 
the net decrease in such tax liability 
for previous years under Sec. 721.6) 
The intent and purpose of this latter 
provision, of course, is to prevent the 
claiming of relief under Sec. 721 from 
resulting, in any event, in an aggre- 
gate increase in excess profits tax 
liability. 32) 

Wherever applicable, the excess pro- 
fits tax is computed under the 80% 
limitation,“$5) with proper adjustment 
in the amount of gross income under 
the provisions of Sec. 721. 

In computing the income tax lia- 
bility for any taxable year beginning 
after Dec. 31, 1941, for which the ex- 
cess profits tax liability is computed 
under Sec. 721, the amount of the 
credit undet Sec. 26(e) (on account of 
income subject to excess profits tax) 
is an amount of which the excess 
profits tax is 90% or 95% (depending 
on the excess profits tax rate for such 
year). 

6. Procedure in Claiming Relief 
under Sec. 721. 

The information and facts to be 
furnished by the taxpayer in support 
of a Sec. 721 claim are set forth in the 
Regulations.“*) If the taxpayer fails 
to claim the benefits of Sec. 721 when 
filing its original return, refund may be 
claimed on account of such relief by 
the use of the regular refund claim 
Form 843,¢5 or otherwise. 

This is one of the advantages of re- 


Ist Session(1941)..CB 1941-1 p. 557. 


) Reg. 112, Sec. 35.721-4 and -5, shows that the application of Sec. 721 in connection 
limitation may effect a net tax saving, since any amount excluded from gross 


income under Sec. 721 is subtratted from the corporation surtax net income in computing 
the excess profits tax (under the said 80% limitation). 


112, Sec. 35.721-3. 


fag, RAC. 


(34) Reg. 
(35) Sec. 
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lief under Sec. 721—that such relief 
may be claimed by the taxpayer at any 
stage of tax proceedings, up to trial be- 
fore the Tax Court. Such claim can be 
made, as an offset or otherwise, regard- 
less of the lack of previous considera- 
tion of or action on such claim by the 
Commissioner. 

In case of the rejection, in whole or 
in part, of a claim for relief under Sec. 
721, the taxpayer is given the opportun- 
ity to appeal to the U. S. Tax Court,@) 
he final decision on which is to be made 
by a special division of such Court if 
Sec. 721 (a) (2) (C) is involved.G® Just 
as under Sec. 722, there is no appeal 
from any decision of the Tax Court as 
to any question to the extent that it 
arises solely under Sec. 721.07) 


7. Leading decisions of the U. S. 
Tax Court in Sec. 721 relief cases. 
IH”. B. Knight Machinery Co., 

Sy pe ote 

Relief was allowed the taxpayer with 
respect to net abnormal income from 
sales of a new type of milling machine 
developed by it. 

Other gross income of the taxpayer 
that did not result from its develop- 
ment of the new product was excluded 
in applying the 125% test and making 
the computation of net abnormal in- 
come. 

Direct “costs” and expenses in- 
curred in producing the abnormal 
income in the taxable year was deter- 
mined by taking a pro-rata portion of 
the taxpayer’s total selling and other 
expenses incurred in the production of 
its total gross income, before further 
reducing such amount by the statutory 
formula prescribed in Sec. 721(a) 
(3915). 

The Commissioner had _ stipulated 
with the taxpayer a method of compu- 
tation which was rejected by the Tax 
Court as not being in accordance with 
the clear provisions of Section 721. The 


(36) Sec. 732(d), I.R.C. 
(37) Sec. 732(c), I.R.C. 


Court therefore substituted the method 
it held to be correct. 

The Court reduced the net abnormal 
income attributable to development by 
applying a factor representing the ex- 
ent to which the taxpayer’s income of 
he taxable year was attributable to 
“the improvement in business condi- 
tions.” This factor was determined by 
taking the ratio of sales of the industry 
to which the taxpayer belonged for the 
taxable year as compared with the aver- 
age of such sales for the base period. 

The apportionment of the remainder 
of the net abnormal income to the 
years of the development period was 
made in the ratio of development ex- 
penses for each of such years. 


+t 
L 
+ 
L 


Rochester Button Co., 7 T. C. (No. 65) 

Relief was allowed with respect to 
net abnormal income derived from 
manufacture and sale of all types of 
plastic buttons developed by the tax- 
payer. 

All such income was considered as 
of one class, and treated as a unit, both 
for the application of the 125% ad- 
justment, and the attribution to the 
years in which the development ex- 
penses were incurred. 

The factor of increase in demand 
due to improved business conditions 
was established by reference to sales of 
other similar products manufactured 
but not developed by the taxpayer. 

Other principles established in the 
Knight Machinery Co. and Southwest- 
ern Oil & Gas Co. cases were fol- 
lowed.(38) 

The Court commented several times 
that the record left much to be desired, 
but said “...it is easy to understand 
that a taxpayer’s books are not kept 
with prophetic vision as to the future 
requirements of income tax legisla- 
tion.” 

This case is of particular interest to 
accountants because of the use by the 


(38) The Tax Court cited in its decision in this case an early article by the author, 
entitled “What Price Sec. 721 Relief For Manufacturers,’ TAxes, October, 1944. 
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taxpayer of a standard cost system. 
The results shown by that system were 
an essential element in establishing the 
amount of relief to which the taxpayer 
was entitled. 
ae stern Oil & Gas Co., 

T. C. (141) 

a allowed the taxpayer with 
respect to net abnormal income result- 
ing from sales of crude oil from a new 
stratum developed by it. 

The amount attributable to other 
years was ceduned on account of in- 
creased unit sales price in the taxable 
year. No adjustment was made for 
decreased costs since it was shown that 
the unit rates of fixed cost increased, 
and that the large decrease in the over- 
all unit cost of production resulted 
from the development which was the 
subject of the claim. No reduction in 
the amount of relief was made by the 
Court on account of increased demand 
for the taxpayer’s product, since it was 
shown that during the test period as 
well as in the taxable year, there was a 
ready demand for every barrel of oil 
that could be produced from the field. 

All income from such development 
was considered as a single class, that is, 
from ‘exploration, discovery, and de- 
ce as defined in Sec. 721(a) 
(2)(C), although the facts apparently 
show that the development of at least 
some of the wells extended over a per- 
iod of less than 12 months. 


W. B. Davis & Son, Inc., 5 T. C. 1195 


The taxpayer was allowed relief with 
respect to net abnormal income derived 
from the development of patents based 
on rights in inventions and patent ap- 
plications developed in part by it and 
in part by an employee. Increase in 
royalties received by the taxpayer were 
held not due to increase in the physical 
— of the sales of product of the 
type “sold by the taxpayer. 


soabar Go: 7 2. C. (13) 
Relief was denied by the Court on 


1946 


the ground that whatever amount of 
net abnormal income the taxpayer had 
in the taxable years was .due to im- 
proved business conditions which re- 
sulted in a greater demand for the 
taxpayer’s products. 

The Tax Court pointed out that the 
development period was completed long 
before the taxable year and the tax- 
payer’s business had undergone no ma- 
terial change for at least four years. 

It does not appear that the taxpayer 
showed the extent to which the net ab- 
normal income of the taxable year was 
attributable to such increased demand 
in that year. The taxpayer apparently 
depended largely on an attack on the 
validity and application of Section 


30.721-3 of Regulations 109. 


Geyer, Cornell, Newer, Inc. 6 T. C. 96 


Relief was denied inasmuch as no 
part of the net abnormal income (ad- 
vertising sales) of the taxable year 
was attributable to other years. The 
increase in income was held to have 
resulted solely from increased sales 
(of the taxpayer) due to a greater de- 
mand on the part of its customers. 

The taxpayer’s claim that a portion 
of the income was attributable to a 
different year in which the expendi- 
tures were made to produce the income 
was held unwarranted after taking into 
consideration similar conditions at the 
beginning and end of the taxable year. 


Premier Products Co., et al, 2 T. C. 

445; followed in E. T. Slider, Inc., 

5 T. C. 263 (in which the result 

seems to go beyond the principle 

stated in Premier Products Co.) ; 

and James F. Waters, Inc., T. C. 

Memo Decision, Docket 3924 (Pend- 

ing on appeal, CCA-9) 

Taxable gross income from the pro- 
ceeds of a life insurance policy may 
not be attributed to any year other than 
the year of realization, because such 
income results solely from an invest- 
ment by the taxpayer in assets pro- 
ducing such income. 
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Business Interruption Insurance 


By Jerome S. MILLER 


Introduction 


HE accountant is consulted rela- 

tive to his clients’ Business Inter- 
ruption insurance more often than in 
connection with most other forms of 
commercial insurance. His connection 
with it, moreover, is not merely transi- 
tory. His advice properly should be 
sought at the inception of the policy 
term, at least once during this period, 
and certainly again should a claim 
occur under the policy. 

Property insurance financially safe- 
guards invested capital. Contingent in- 
surance financially safeguards the 
earnings of invested capital. Business 
Interruption insurance is a type of con- 
tingent insurance applicable to business 
operations ot manutacturers, mercan- 
tile firms, service organizations and 
professional individuals. It is not a 
new type of insurance, having first been 
arranged 86 years ago; but, until recent 
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Broker; the insurance section of 
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surance Principles and Practices. He 
is, in addition, a contributor to busi- 
ness magazines and a speaker before 
trade groups. The /nsurance Spec- 
tator magazine says of his writings, 
“The carefulness of his research and 
liveliness of his presentation are 
characteristic of the best that we 
may expect in the insurance business 
today.” 
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years, it had remained comparatively 
unused by a large percentage of busi- 
ness men, 


In fact, the National Association of 
Credit Men made a survey of over 
20,000 firms in 45 cities, and found that 
only 39% of these manufacturers had 
3usiness Interruption contracts in their 
insurance portfolios. An equally inter- 
esting sidelight result of the survey was 
that, of the larger group not carrying 
this form, only 14% of them had ever 
been asked to buy it. 


The accountant need not, of course, 
become an expert versed in the variety 
of applicable forms of Business Inter- 
ruption insurance. A working knowl- 
edge of some aspects of the subject, 
however, will be exceedingly useful 
when the accountant comes in contact 
with this form on behalf of his clients. 
It is the intention of the author to ex- 
plain the principles under which Busi- 
ness Interruption insurance operates, 
its important characteristics gs used in 
New York State, how onan amounts 
of this form of insurance coverage are 
arrived at, and how claims are prepared 
and settled. Details of the subject hav- 
ing academic or insurance interest 
primarily are left to another time and 
place. If decided interest is expressed 
in any specific phase, or by accountants 
having clients whose activities lie in 
other States, a more detailed study can 
be presented in a later issue. 


Defining the subject still more 
clearly, the Business Interruption in- 
surance forms discussed here are only 
those applying to the perils of fire, 
lightning, windstorm, hail, explosion, 
riot, riot attending a strike, civil com- 
motion, aircraft damage, vehicles dam- 
age, smoke, vandalism, and malicious 
mischief. They are considered in the 
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“fire insurance” department. There are 
other forms of Business Interruption 
insurance applying, for instance, to the 
“boiler insurance” department, which 
are not considered at the present time 
to avoid confusion in explanation. 


Function of Business Interruption 
Insurance 
To understand most easily the func- 
tion of Business Interruption insurance, 
look, first, at this condensed financial 
picture of a manufacturer: 


MONTHLY OPERATING STATEMENT 











EE SR ot icine hea mene $75,000 
Castor Goods SOM: vies es ses eae os $37,500 
Operating Expense (not-continuing ) 18,000 
Overhead Expense ...........5... 15,000 
pc a” rere eer ere 70,000 
Ee PORE oak ee kese deewaen $ 4,500 
BALANCE SHEET 
(at end of period) 
ASSETS LIABILITIES 
SS A 2si8 oh eee hae $ 20,000 Accounts Payable ......... $ 45,000 
Accounts Receivable ...... 40,000 Building Mortgage ........ 50,000 
Merchandise Inventory 50,000 - : 
Cee Cees 35,000 ei. 7) er rere err rre e. $ 95,000 
Oe rere eT re IQR GCADRER. §6ccccieexsaaiicss 150,000 
| rr ere TRS 55s ises $245,000 


Let us assume that at this point the 
business operations are completely 
halted by a fire, explosion, windstorm 
or some such event which destroys the 
plant. The manufacturer immediately 
takes steps to replace his building, ma- 
chinery and materials and through 
them, his inventory. His expenses, 
therefore, are: 

TABLE NO. 1 
Expenses FoLtowIncG FIre 
(on September 10th) 
Building rebuilt (assuming con- 


tinuance of mortgage)......... $ 50,000 


Machinery replaced ............- 35,000 
Materials (2 months supply 
ci of (2) i eee ee 75,000 
Continued overhead expenses (60% 
of normal) for 6 months until 
business is again in operation.. 54,000 
OIL ES oon clo be crt 1 A aioe ars $214,000 


Yet, assuming every penny of ac- 
counts receivable were collected, that 
amount plus cash, plus $135,000 of 
property insurance proceeds ($185,000 
less mortgage principal) would provide 
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total assets now of $195,000 far short 
of the $214,000 required expenditures 
shown above plus the $45,000 of ac- 
counts payable. 

This prosperous business is thus in 
difficulty before it can resume full op- 
erations, even though its invested capi- 
tal is completely replaced through 
property insurance. 

3usiness Interruption insurance, had 
it been in force, would have provided 
the amount of money representing (1) 
the net profits which would have been 
earned if the business had been operat- 
ing during that period, and (2) the 
continuing expenses of the business 
during the period of non-operation: 

TABLE NO. 2 


PROCEEDS FROM BUSINESS INTERRUPTION 
INSURANCE 


Net Profits for 6 months...... ,-++- $27,000 
Continued overhead expenses for 6 _ 

months, 60% of normal........ 54,000 

POWAECN 0c. ca deweueanoname $81,000 

553 








The New York Certified Public Accountant 


This amount, added to the $195,000 of 
assets noted directly above provides am- 
ple funds for the necessary $244,000 of 
outlay and receivables. 


Definition of Business Interruption 
Insurance 


Business Interruption insurance cov- 
ers the loss of money represented by 
the earnings (not merely net profits) 
lost to a business when a fire or other 
insured event causes an interruption of 
its operations. The interruption, de- 
pending upon the severity of the fire or 
other unexpected event, may mean a 
complete suspension of operations or 
only a partial suspension of activities. 
The financial loss so sustained, it is 
sometimes difficult to realize, can be 
measured satisfactorily. The insurance 
contract itself gives the key to the 
method: “Consideration shall be given 
to the experience of the business before 
the loss and the probable experience 
thereafter.” 

Its application is to a wide variety 
of businesses. A dentist, for instance, 
cannot operate his business at all 
for 2% months because his office is 
damaged by a fire in the building. He 
does see several emergency patients 
during that time, however, by arrang- 
ing with another dentist. His normal 
$600 monthly income multiplied by 2%, 
less the income received from the emer- 
gency patients, represents an insurable 
Business Interruption loss. 

A steel mill has its pickling depart- 
ment destroyed by an explosion ham- 
pering the production schedule of the 
mill’s finished product for the five 
months during which that building is 
rebuilt. The difference between what 
the mill earned during those five 
months, and what it would have earned 
if that department had not been de- 
stroyed and production hampered, rep- 
resents an insurable Business Interrup- 
tion loss. 

A restaurant has its kitchen equip- 
ment damaged by fire, and during the 
fifteen days of repair work cannot ac- 
cept patrons. The lost earnings repre- 
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sent an insurable Business Interruption 
loss. 

A Business Interruption policy is a 
contract of indemnity, which means that 
it repays a financial loss actually under- 
gone by the policyholder, thus operating 
to place him in the same financial posi- 
tion he was before the occurrence of the 
unexpected event. (This is different 
from a contract of insurance, such as 
an automobile liability policy, which 
prevents the policyholder from under- 
going any financial loss as a result of 
an unexpected event by standing in his 
place in the matter, making any pay- 
ments or actions in his behalf.) 


Description of the Contract 

The present day Business Interrup- 
tion contract is a product of evolution. 
The original forms provided repayment 
for net profits lost plus fixed (not all 
continuing) charges of the business 
which continued regardless, and limited 
recovery to 1/300th of the policy 
amount for each day of total cessation 
of activities. These unsatisfactory limi- 
tations brought forth a contract to cover 
net profits plus all charges and expenses 
of the business which did continue, but 
it was still subject to a recovery limit 
per day. A weekly form was later in- 
troduced, and finally the more satisfac- 
tory and still current contract known 
as the Co-Insurance Two-Item form. 

The contract presumes sufficient in- 
surance is being carried, penalizing a 
claim collection proportionately to the 
extent that it is not. It provides pay- 
ment of the earnings actually lost dur- 
ing the period of interruption. Thus a 
one month interruption of a highly sea- 
sonal business may cause a 30% loss in 
the annual earnings, or a three month 
interruption a 75% earnings loss, both 
recoverable through the business inter- 
ruption contract. 

The approach to loss of earnings 
stated in this so-called Two Item form 
is the payment of (1) net profits plus 
(2) charges and expenses of the busi- 
ness which continue during the period 
of interruption. The contract, in its 
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description of these charges and ex- 
penses, specifically excludes from the 
category any portion of the “ordinary” 
payroll expense but does include super- 
visory, contract, managerial, executive 
or officer payroll. If repayment of 
“ordinary” payroll expenses during the 
interrupted period is desired it can be 
included as Item Two in the form 
(whence comes the contract’s name). 


The combination of net income and 
income which pays expenses of the busi- 
ness as the “object insured” is impor- 
tant. In most instances it is found 
during a given period the expenses of 
the business which must continue ex- 
ceed the net income. 


Many articles and services are con- 
tracted for over a period in expectation 
of then-to-be current earnings. Other 
expenses continue during any period 
of interruption, if customers are to be 
retained and the operating staff of the 
business held together. Thus, even a 
business operating at a loss has a need 
for Business Interruption insurance. In 
case of fire or other event the continued 
expenses would be recovered in the 
same proportion that they were being 
met by the business while in operation. 
This was an important factor to many 
firms, for instance, during the years 
1930-34. 

The approach to the payment of lost 
earnings is somewhat different in the 
newer so-called Co-Insurance Gross 
Earnings form of contract. This was 
made available to non-manufacturing 
firms in 1939 and to manufacturers in 
1945. The measure of recovery here is 
not (1) net profits plus (2) continuing 
expenses but, instead, includes (1) 
gross earnings less (2) expenses not 
continuing. “By this approach to the 
same result the amount of annual “‘ordi- 
nary” payroll which the business finds 
necessary to continue during the re- 
storation period is automatically in- 
sured. A difference in the co-insurance 


requirements allows the buyer a wider 
choice in his selection of either of these 
forms, however; a point which will be 
illustrated under a separate section 
below. 

The term “gross earnings” in the 
policy is defined, to avoid any disagree- 
ment with accounting practices of spe- 
cific policyholders. In policies arranged 
for non-manufacturing and mercantile 
firms it is defined as the total net sales 
less the cost of merchandise sold, plus 
other earnings derived from the opera- 
tion of the business. (“Other earn- 
ings” might be, for instance, income 
from leased departments in a depart- 
ment store.) When applied to manu- 
facturers the contract defines gross 
earnings as the total sales value of pro- 
duction through use of the premises in- 
sured, less only the cost of raw stock 
from which the production is derived. 
This latter varies from many manufac- 
turers’ accounting statements, which 
hold the gross profit to be the net sales 
value, less both the cost of materials 
and supplies and the cost of manufac- 
turing labor and overhead. It now be- 
comes apparent why the accountant’s 
advice should be part of the selection of 
3usiness Interruption insurance by the 
client. 

The terms used in the work sheets 
to compute business interruption insur- 
ance values are in many instances at 
variance with accountants’ use and un- 
derstanding of the terms. Thus, refer- 
ence to the explanatory notes attached 
to Exhibit A will reveal more clearly 
the need for proper guidance for the 
client. 

Although lost earnings are them- 
selves insured under the Business Inter- 
ruption contract, it is well to remember 
that the insurance comes into active 
play only when the operations of the 
business are disturbed by fire or other 
insured event damaging the premises 
(or its equipment) described in the 
policy.! A fire which guts an important 


1 The one exception to this is the instance, specifically mentioned in the conrtact ‘as 
“Interruption By Civil Authority’, of access to the insured premises being prohibited by 


civil order because of a fire or other event occurring in the vicinity. 
in this circumstance is limited to two weeks. 
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Claim for loss of time 
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EXHIBIT A (continued) 


EXPLANATORY NOTES 


In mercantile or service enterprises, net income is obtained by deducting discounts, 
shipping costs, bad debts and returns from annual sales. In manufacturing opera- 
tions the basic figure is developed by making similar deductions from the annual 
sales value of production. 


Other operating income, such as commissions and rents from leased departments 
that would cease as a result of fire or other insurable peril. 


When developing values for concerns of a service nature, inventory values should 
be considered only when such inventories are of material size and have a bearing 
on operating profit or loss. In manufacturing risks, only inventory values repre- 
sented in raw materials should be included. 


Cost of goods purchased: Include inward freight, express and cartage. Deduct all 
discounts and allowances received. 


By ordinary payroll is meant total annual payroll, less salaries of officers, execu- 
tives, department managers, supervisors, employees under contract and other 
important employees whose salaries would necessarily continue regardless of 
length of time business operations might be interrupted. This figure does not 
include that portion of ordinary labor costs directly chargeable to heat, light and 
power expense—see note 7. The amount developed under this item should be 
increased by the sum of social security taxes paid by employer and compensation 
insurance costs in connection therewith. 


Annual cost of heat, light and power, including labor cost in direct connection 
therewith is insured without charge, but deducted before premium calculation is 
made. Where, under contract, there is a minimum charge for these services, the 
amount for insurance purposes, is the excess above such minimum. 


The total of items 6 and 7 subtracted from the Gross Insurance Value produces 
the amount of insurance that would have been required during the fiscal year 
under review to provide 100% protection under Item I of the Two Item form. 
Under the Two Item form the amount of insurance to be carried is divided: 
Item I insures net profits and such charges and expenses as must necessarily 
continue, including salaries (but excepting ordinary payroll as defined in note 6.) 
Item II insures ordinary payroll for a period of not less than ninety consecutive 


days. Coverage under Item II is optional. 


If increase or decrease in volume of business is expected for the ensuing twelve 
months, total developed above should be adjusted upward or downward accordingly. 


The cost of ordinary payroll for the highest ninety consecutive day period produces 
the amount of insurance during the fiscal year under review that would have been 
required to provide 100% protection under Item II. Protection of ordinary payroll 
for a longer term than ninety days may be procured if desired. 


If material increase or decrease in ordinary payroll expense is expected for ensuing 


twelve months, total developed above should be adjusted upward or downward 


accordingly. 
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source of supply for a plant or store, 
thus causing a loss of earnings to that 
plant or store by interruption of deliv- 
eries does not constitute a claim under 
the receiver’s policy. (That circum- 
stance may be insured however by 
means of either contingent insurance 
brought by the plant or store, or a 
blanket policy covering both the origi- 
nal firm’s premises and its important 
sources of supply, processors or con- 
stractors. ) 

New York State has six differently 
titled Business Interruption insurance 
forms. There are two Co-insurance 
Two-Item forms, one for non-manufac- 
turers and the other for manufacturers ; 
two Co-insurance Gross Earnings 
Forms, for non-manufacturing and for 
manufacturing buyers; and two Week- 
ly forms, for non-manufacturers and 
for manufacturers. The Weekly form, 
based on the net profit plus continuing 
expenses approach to the measure of 
lost earnings, has a further limit of 
recovery of 1/50th of the policy amount 
for each week of total suspension, or a 
proportionate part of this 1/50th for 
each week of partial suspension. It is 
the least often used form. 


Co-insurance a Requirement 

The co-insurance principle is an in- 
tegral part of the Business Interruption 
insurance contract. Thus, to avoid a 
penalty in claim settlement amount an 
adequate amount of insurance must be 
in force at the time of the loss. It is 
presumed the reader is familiar with 
the co-insurance principle that the 
holder of inadequate insurance suffers 
a penalty, in that his recovery will be 
limited to the percentage of the insur- 
ance which he did buy to that which he 
should have bought, applied to the total 
amount of the loss occurring (but not 
in excess of the face amount of the 
policy). 

In New York State work sheets are 
made available by the insurance organi- 
zations to help the buyer determine the 
proper amount of insurance required. 
(See Exhibits Band C.) They are not 


Jn 
a) 
x 


required to be filed with the insurance 
company nor do they become part of 
the insurance contract. They might 
well be kept by the insurance adviser, 
the client, or both. It is strongly rec- 
ommended that they be used not only 
as an important guide to terms and pro- 
cedure in computing the proper insur- 
able value, but because they bring 
clearly to the atention of both the client 
and the accountant the fact that from 
the figures developed there should be 
added or deducted the anticipated in- 
crease or decrease in earnings for the 
year ahead. 

Property insurance contracts against 
fire contain a co-insurance clause which 
is applied against the value on the date 
of fire, not the date of policy inception. 
Similarly, business interruption con- 
tracts, which repay earnings lost start- 
ing from the date of fire until the 
business can operate completely again, 
measure the value of the earnings of the 
business starting from the date of the 
fire, and not from the date of policy 
inception. 

The twelve months starting from the 
date of the fire (or other insured event) 
is used as a measure not only of recov- 
ery of earnings lost but also of the total 
insurable value of the business for the 
purpose of applying the co-insurance 
requirement. The policyholder, there- 
fore, must estimate today what his busi- 
ness situation might be for the twelve 
months immediately following that un- 
known day when a fire might occur. 

Notice the earnings called for on the 
worksheets are on an annual basis. The 
co-insurance clause in the Two Item 
form refers to the insurable value as 
the “sum of the annual net profits and 
the annual amount of all charges and 
other expenses of any nature whether 
continuing or not (except the expense 
of heat, light and power to the extent 
that such expense does not continue 
under contract and the insured’s entire 
ordinary payroll expense) that would 
have been earned, had no loss occurred, 
during the twelve months immediately 
following the date of loss.” Similarly, in 
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the Gross Earnings form the clause 
refers to the entire gross earnings “that 
would have been earned, had no loss 
occurred, during the twelve months im- 
mediately following loss.” 

This may seem inconsistent with the 
fact that the measure of recovery is 
limited to profits and continuing ex- 
penses only, or gross earnings less dis- 
continued expenses. 

The amount of insurance bought, 
apparently can never be collected in 
full. It must be remembered, however, 
that the percentage of charges and 
expenses which continue depends upon 
the length of the period of inactivity. A 
complete cessation for one day may re- 
sult in no discontinuance at all of 
charges and expenses. A cessation ex- 
tending over six months may require, 
during that time, continuance of only 
50% of normal charges and expenses. 
Since the insurable value for an entire 
year must be computed it must be done 
on a basis to provide a measure proper 
for a one-day suspension or twelve 
month suspension. The seeming injus- 
tice done the policyholder in requiring 
this measure of insurance to be carried 
is made up by the insurance company 
using a rate per $1000 of insurance 
lower than the rate applied to property 
fire insurance. 

Too much criticism, in the opinion of 
the author, has been leveled against the 
difficulty involved in keeping in force 
a proper amount of business interrup- 
tion insurance because of this measur- 
ing rod. Certainly a periodic check on 
the trend of the business can be made 
by the policyholder to confirm the ade- 
quacy of this important insurance. 
Whether the accountant, as a matter of 
service, wishes to bring the need for 
this check-up to the client’s attention 
periodically is beside the point. The fact 
remains that such an interim check-up 
is no more than is required for safety 
in connection with property insurance 
contracts covering merchandise, build- 
ings, equipment, etc. 

The objection to the obligation 
placed upon the policyholder to keep 
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property insurance constantly adequate 
in amount has been met in part by the 
use of the reporting forms for the in- 
surance of stocks of merchandise. 

There have also already been found 
some solutions to the obligation of esti- 
mating in advance what the business 
interruption insurable value of a busi- 
ness will be for the twelve months sub- 
sequent to the date of loss. An “‘agreed 
amount” clause may be added to the 
policy for some types of policyholders 
under which, based on a signed state- 
ment of actual values for the previous 
year and estimated values for the cur- 
rent year, the company agrees that the 
amount of insurance thus shown is con- 
sidered adequate regardless of the 
actual experience of the business sub- 
sequently, and the co-insurance clause 
is removed. Firms not hesitating to file 
statements with the underwriters’ rat- 
ing organization, and agreeable to the 
underwriters having access to their 
books and records for the purpose of 
verifying the statements filed, find this 
clause valuable. 

More recently, in Pennsylvania, 
Maryland and Delaware there has been 
introduced a reporting form of contract. 
This provides (as in the merchandise 
reporting forms) for an initially named 
limit of insurance to be corrected at the 
policy termination by the filing of a 
statement of actual values achieved 
during the past year, with subsequent 
adjustment of premium. The possibili- 
ties of under-insurance and _ over- 
insurance are thus avoided. Although 
changes will be necessary in this form 
before it will become readily acceptable 
to buyers, it is the opinion of the author 
and others familiar with the subject 
that ultimately a convenient reporting 
form will be introduced in all insurance 
jurisdictions and will become the most 
widely used form of business interrup- 
tion insurance because of its justice as 
to both protection and premium treat- 
ment to insurance carrier and buyer 
alike. 
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BUSINESS INTERRUPTION INSURANCE WORK SHEET 


TWO ITEM FORM 


Item I 


All Entries for Item I are on an Annual Basis 


A. 


2) 


Net sale value of production or total net sales (Gross 
sales, less discounts, returns, bad accounts and prepaid 


freight, if included in sales).............. Sees SS 
Deduct: 
1. Cost of raw materials or merchandise (all materials 


and material supplies entering into articles pro- 
duced, if a manufacturing concern, or cost of mer- 


chandise sold if a mercantile establishment)......... . ne 


2. Ordinary Payroll (including insurance premiums and 
all taxes on said payroll)..... 


3. Cost of heat, light and power in excess of minimum 


DOI AOD PRONE 5 corn capes o:nieekwnis eis Seah ee ee wins ee 
PEPE aE RMSE 5h 5 SE nd oo lever om nein enareiabe waren ois ey as 
A IRS ND gr cocci cd 2:8 Aree tee cenera lp anens ta erate Rina eae 
Add or deduct anticipated increase or decrease for the 

coming year Tetctstiere rr Ter NCR CR eS ee ee 


80% of C is the minimum amount of insurance that 
should be carried under Item I of the Form.......... 


Item II 


Item II is the ordinary payroll expense for 90 consecutive 


days. (Select the largest probable 90 day payroll 
expense for the coming year.) 80% of this is the 
amount that should be carried under Item II of the 
Form j 


awe einen ‘ 
Ser cases 
Deceit ; 
Disscntas 
Biivceies : 
Bcc ‘ 
BAER 


NOTE: Ordinary payroll should not include any salaries insured under Item I. 


Explanatory Notes: 


To obtain cost or value of raw materials in manufacturing risks, or cost of mer- 
chandise sold in mercantile risks, we suggest the following procedure: 
ery 0 Gemeente CP ORE RIES sg acai os ob'50 oss 350.0 o b:6le beet eek bees 
Net during fiscal 


materials or merchandise purchased 


discounts) 


cost of 
(purchase 


Taw 
price 


year 


rE eee ree ey ere eer Te rere 


Cartage and Transportation charges on incoming materials or merchandise... . 


MEE (wn daw scale ccteewesskascaeneod een icationewns cee arene 
Speen =a RORY St - ene -Of “GOON. PEAKS ao-6. sions co Seki tvceeeeenweseseneces 
On Fee age EC ee eT er ee erie er er ee ee 
Note: Inventory increases or decreases based on price fluctuations, rather than 
quantity increases or decreases, should be adjusted if possible so as to conform 

with probable costs for the ensuing year. 
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EXHIBIT C 


BUSINESS INTERRUPTION WORK SHEET 


GROSS EARNINGS FORM 
MERCANTILE RISK 


Column 1 Column 2 
Actual Values for Estimated Values for 
ALL ITEMS TO BE ON AN ANNUAL BASIS Year Ended..... _Year Ending....... 
Estimate...... % 


Increase or Decrease 


A. Total Annual Net Sales (Gross sales less 
returns and allowances) <.c<.< $é<-cccslews aes Se Ara a PER Pee TS 


C. Operating Gross Profits (excluding other 
ARE OMIO cic corerssds nd beled Wes We RE Oa eee > REA Caley) oie araaees 


D. Add Other Earnings Derived From Opera- 
tion of Business (other than Sales): 


1. Cash Discounts Received...... Scie ae 
2. Commissions and Rents from 
WGOASO PIER TSe 6 cinsicsaaraie caterer sesenve 
CS SE EA Se One eee BE Mee ye ensue 
4. Potal Additional Incomes isssiicciiass <nwiieeee eee -eteeeees ce 
BE. Gross. Earnings ...0.2... Sec bee ae ae Geibe  ancSeigec wan ec eeaaaeaae 


F. Take 50%, 60%, 70% or 80% of Item E. 
Column 2 as amount of insurance required. 
depending upon percentage contribution 
clause: to be ased in policy. (...Golescwoccs jj. .j.- js | | -euvaemureimerees 





[ee aren Pe 


NOTE: When the above work sheet is submitted as an application for the Agreed 
Amount Clause, Form G, on fire resistive or sprinklered mercantile risks, the following 
statement must be signed by the insured. 


I hereby certify that the above statement of Actual Amounts for the year ended 

19 has been prepared, or verified, by me and is true and correct to 

the best of my knowledge and belief, and that the estimated amounts for the year begin- 

ning with the date of this Statement are in my judgment justified by the statement of 
Actual Amounts and a reasonable forecast for the future. 


The undersigned hereby agrees that the Rating Organization having jurisdiction 
shall be permitted at all reasonable times to examine the applicant’s books and records 


for the purpose of verifying the values herein stated. 


Datéesot this Statement: .o5056.¢6.0. WGiccs:  scatdileteuncnbisieeteauleece wane ee on eae 
Signature of member of firm or officer of corporation 


7 ( 
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‘ Limitations of the Contract 


1. The period of liability covered by 
the contract is usually limited to one 
year from the date of fire or other event. 
This period may be increased by mak- 
ing the proper notations in the con- 
tract: no rate difference occurs, the 
obligation of the policy buyer being 
however to purchase enough insurance 
to meet the earnings of the business 
over the 14 month or other period de- 
sired. 


Incidentally it may be well to make 
clear that the period of liability has no 
connection with the term of the insur- 
ance policy. A firm may buy a Busi- 
ness Interruption policy on January 1st 
and experience a fire on December 31st. 
The period of liability of the company 
starts on the day of the fire and con- 
tinues thereafter for the 12 or other 
month limit named; so that if the busi- 
ness were shut down for a year or 
more it would receive possibly the full 
amount of insurance named. 


2. In order to help himself get back 


to normal operations quickly a policy- 
holder may take extraordinary means, 
such as hiring laborers, repairmen or 
machinists to work on a 24-hour basis 
or on Sundays; hiring temporary quar- 
ters or work places; having equipment 
transported by air express; and others. 
He may feel the extraordinary expense 
warranted because of the time saved in 
getting back to normal operations. The 
insurance company agrees to pay these 
extraordinary expenses to the extent 
only that they reduce the whole insur- 
ance loss. Thus if, by taking some 
such measure as is described above, a 
merchant is able to open his doors one 
week sooner than if he had not, the com- 
pany would pay the $400 expenses so 
incurred; the advantage thereof to the 
insurance company is, of course, the 
saving of the payment of, say, $550 for 
an additional week’s lost time claim. 
If these expenses however had totaled 
$650, they would have paid only the 
limit (the amount by which the whole 
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insurance loss is reduced) of $550, the 
amount which would have been paid 
had no extraordinary measures been 
taken and business operations were sus- 
pended until the repairs were completed 
in the ordinary course of things. 

This so called “expediting expense” 
clause should not be confused with a 
different form of contingent insurance 
titled Extra Expense insurance. That 
type is not based.on business earnings 
lost during a period of interruption. It 
is simply arranged to provide money to 
meet extra expenses involved in keep- 
ing a business in normal operation after 
a fire or other event.* Used by a few 
special industries of a service nature, 
it pays the extra cost of publishing the 
daily newspaper, delivering the milk, 
yrocessing and delivering the laundry, 
etc. The amount of extra expense in- 
surance bought is based on what the 
buyer estimates such expenses might be 
for a number of months, taking into ac- 
count that, while there is obviously no 
co-insurance involved, there is a month- 
by-month limit of lability. 


Conceivably a firm could buy both 
forms of insurance, Business Interrup- 
tion and Extra Expense. But situations 
which would interrupt sales or produc- 
tion operations so that earnings are re- 
duced, and also enable (through the use 
of abnormal expenditures) the normal 
operations of the business to continue 
seem rare indeed. A firm which “must 
deliver” come what may, has more need 
for Extra Expense insurance than 
Business Interruption insurance. 


3. Remembering that the purpose of 
Business Interruption insurance is to 
repay earnings lost because of inability 
to use equipment or occupy business 
premises, it will be realized promptly 
that it cannot be the intention of this 
type of insurance to pay for the addi- 
tional time it may take to replace stock 
which has been damaged or destroyed. 
The contract does contain, however, 
provision for some such coverage. 


A. Stock for sale by a mercantile es- 
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tablishment or stock-in-process? by a 
manufacturer naturally has to be re- 
placed, and it is considered that this 
can be accomplished during the period 
of repairs to the premises or equipment. 
If this replacement takes longer, thus 
keeping the business suspended longer 
than the period of repairs, the addi- 
tional time is made part of the insur- 
ance loss; but this additional coverage 
is for 30 days, only, in the usual con- 
tract, with a longer period possible at 
an additional premium. 

B. If raw stock of a manufacturer 
be destroyed, coverage is granted sub- 
ject to the 30 day (or more, if bought) 
limitation for the necessary additional 
time this stock would have enabled the 
plant to operate or for the time required 
to replace the raw stock itself, which- 
ever period might be shorter. 

C. Any interruption te a manufac- 
turing firm resulting from damage or 
destruction of finished stock is not 
covered. 


Selecting the Form 

The choice between the Two Item 
form and the Gross Earnings form is 
made usually on the basis of these 
points : 

1. The importance of ordinary pay- 
roll being covered. A review of loss 
adjustments shows that in a short shut- 
down practically all ordinary payroll 
expense continues, while in long periods 
usually only a comparatively small 
amount of the total payroll expense 
continues. It must be‘ decided first 
whether it is worthwhile for economic, 
morale, premium or other reasons to 
include ordinary payroll at all. If so, 





the necessary or most desirable period 
of coverage is selected. The Gross 
Earnings form, remember, includes or- 
dinary payroll automatically. It is writ- 
ten on a minimum 50% co-insurance 
basis, which would mean that six 
months of earnings and payroll would 
be insured; on a 60% co-insurance 
basis thus covering 7.2 months; 70% 
basis covering 8.4 months; and 80% 
basis covering 9.6 months as a mini- 
mum amount of insurance.2 The Two 
Item form covers a minimum 3 months 
period of payroll, if desired at all, sub- 
ject to 80% co-insurance, or thus 2.4 
months. Longer periods than 3 months 
can be selected and are still subject to 
80% co-insurance. 

Thus, if no ordinary payroll need be 
included, or if only a few months such 
coverage is desired, on this point the 
selection of the Two Item form is in- 
dicated. 

2. The length of time considered 
necessary for rebuilding in case of total 
destruction of premises. This is a 
factor because the Two Item form is 
based on 80% co-insurance, meaning 
that the minimum amount of insurance 
adequately bought would provide in- 
surance over a 9.6 month shutdown, 
whereas the Gross Earnings form, writ- 
ten on the minimum 50% co-insurance 
basis, provides thus 6 months insur- 
ance. If the possibility of total destruc- 
tion is present, or if the time-to-rebuild 
would be a long one it may be important 
to use either the Two Item form, even 
if payroll is included as item two, rather 
than a 50% Gross Earnings form, or a 
Gross Earnings form with a higher 
co-insurance basis at a higher premium. 


2 Raw stock is defined in the policy form for manufacturers as materials and supplies in 


the state in which they were received. 


Stock-in-process is defined as raw stock which has undergone any seasoning or aging, 
mechanical or other process of manufacture at the premises insured but which has not yet 
become stock which is finished and ready for sale. 

3 In these examples of figures, only the minimum coverage to satisfy the co-insurance 


requirement is illustrated. 


A firm may obviously buy insurance, on an 80% co-insurance basis, in an amount (say, 





$12,000) equal to a full year’s insurable value. Having satisfied the co-insurance requirement 
they could collect for 12 months of interruption if necessary. If they were to buy the 
minimum amount of insurance to satisfy the co-insurance requirement ($12,000 x 80%) or 
$9,600, it is clear they would suffer no penalty in case of claim, but would have insurance 
enough only to last for a 9.6 month interruption. 


1946 563 








The New 


3. The premium difference. Cost 
comparison can be made by use of the 
type of worksheet illustrated in Exhibit 
A, which can show the amounts of in- 
surance necessary for both forms. A 


brief illustration can be given here to 
make procedure, but not rates or re- 
sults, Seay. New York City rate 


arrangements are such that the Gross 
Karnings form with 50% co-insurance 
takes a rate equal to the premises con- 
tents rate less 40% ; and the Two Item 
form takes for item one a rate equal to 
the premises contents rate less 45%. 
A firm showing net sales of $100,000; 
cost of goods sold of $40,000; important 
payroll of $10,000; and ordinary pay- 
roll of $30,0CO briefly would have a 
Gross Earnings insurable value of 
($100,000 minus $40,000) $60,000 and 
i. Two Item insurable value, disregard- 
ing any payroll coverage at all, of 
($100,000 minus $40,000 minus $30,- 
000) $30,000. If the premises contents 
rate were $1.00 per $100 of insurance, 
$60,000 of Gross Earnings form on an 
annual basis would require a $30,000 
policy on a 50% co-insurance basis to be 
bought at a rate of $.60 and a premium 
of $180. $30,000 of net earnings would 
require a policy of $24,000, since that 
form is always on an 80% co-insurance 
and it would be bought at a rate 
of $.55 and a premium thus of $132. 
If the minimum payroll coverage were 
now added (which would be $6,000, 

r three months of the annual ordinary 
payroll times 80%) at the proper rate 
of (item one rate plus 50%) $.825, 
that premium would be $49.50. The 
total Two Item premium including pay- 
roll coverage would then be $181.50 
against the Gross Earnings form pre- 
mium of $180.00. The conclusion here, 
and here only, would therefore be that 
if no ordinary payroll is desired the 
Two Item form is only $132 ‘00 as 
$180.00; but if any payroll 
coverage is desired the Gross Earnings 
form at $1.50 less premium would give 

months payroll coverage rather than 
2.4 months such coverage. It is hoped 
the reader will n the point how 
ever that, as to earnings, a period of 6 


basis, 


against 


Mss 
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months is insured under the Gross 
arnings form in this example, where- 
as 9.6 months protection is supplied by 
item one of the Two Item form. 

This example must not be taken as a 
rule since the results will vary with the 
type of business and its accompanying 
importance of the payroll figure in earn- 
ings, and with the rate itself, which 
may heighten or less the dollar differ- 
ence in premium between the two forms. 

Mercantile firms have been attracted 
in the main more to the Gross Earnings 
form probably because it is a little more 
easily explained and understood, it 
necessitates no separation of payroll 
figures in the determination of insur- 
ance amount, and its coverage is ap- 
plicable to most stores. According to 
the administrative officer of one com- 
pany active in this special field 75% of 
all mercantite Business Interruption 
policyholders use the Gross Earnings 
form. 

Manufacturing firms are approach- 
ing the Gross Earnings form a little 
more slowly because it is a form new 
tothem. The requirement that only the 
cost of raw material be deducted in 
figuring the insurance gross earnings 
value means, in some industries, a com- 
paratively large amount of insurance is 
required as compared with the Two 
Item form. Heavy industries are prob- 
ably likely to look with disfavor upon 
any form giving only six months cover- 
age, and will use a 70 or 80% co-insur- 
ance basis it they select the 
Karnings form. Manufacturing plants 
involving heavy “ordinary” payrolls 
will probably hesitate to insure those 
payrolls for a long period. 


( irOss 


Claim Settlement 

A business interruption claim is no 
different in essentials than other insur- 
ance claims. When sufficient insurance 
is carried, the claim settlement usually 
proceeds happily, and when insufficient 
insurance is found to have been carried 
the attitude of the insurance company 
toward all details of the claim is often 
considered by the claimant to be exact- 
ing and carping. An article, for in- 
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stance, in the July, 1945, issue of the 
National Retail Dry Goods Association 
Bulletin written by the claimant’s 
attorney, complains of the trouble in- 
volved in settling a Business Interrup- 
tion insurance claim (which finally 
went to litigation). In the report the 
attorney maintains the disagreement 
began because neither the store nor its 
attorneys could understand why they 
must insure all profits and expenses 
when they could collect only for profits 
and non-continuing expenses! Will 
policyholders always wait until after- 
the-loss to read or discuss their 
policies ? 

Claim settlement procedure revolves 

around these four points: 

1. The insurable value of the busi- 
ness. 

2. The period of suspension of op- 
erations. 

3. The extent of this suspension: 
that is, is it total; total in one 
department only ; partial over the 
entire plant; etc. 

4. The effect of this suspension upon 
the earnings and expenses of the 
business. 


After he has made an inspection of 
the physical damages to the premises, 
the loss adjuster will usually ask for 
the most recent operating statement of 
the firm. The insurable value is now 
determined by consulting (1) the op- 
erating statement for the last 12 
months, to determine earnings charges 
and expenses, (2) the statements for 
the previous two or three years, and 
the figures relating to the few months 
immediately prior to the date of fire or 
other insured event. This is to deter- 
mine the trend of the business in order 
to make any upward or downward cor- 
rection of the annual figure developed 
in step (1). A prominent adjuster 
stated to the author that he has never 
had any disagreement at this step in 
claim settlement. 


The second step, determining the 
period of suspension, is equally without 
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complication. The mechanics, build- 
ers, and other technical men represent- 
ing the claimant and the insurance com- 
pany consult together and decide how 
long it will take to repair or replace or 
rebuild whatever, is necessary. And 
here, in most claims, is the completion, 
generally, of the second step. If the 
builders (on both sides) agree that it 
will take 9 weeks to repair what has 
been damaged ; or if the machinery sup- 
plier reports that it will take 17 weeks 
to set up and deliver the machinery re- 
quired replaced by the policyholder, 
this is as exact a measure as is neces- 
sary. Thus, as a practical matter there 
is no need to wait until the premises 
are actually rebuilt or repaired com- 
pletely. The claim settlement can be 
continued and completed on the basis 
of the business being interrupted for 
the 9 weeks or 17 weeks thus deter- 
mined. This procedure enables the 
policyholder to obtain his insurance 
proceeds promptly, when he may have 
an important use for the cash. 

This point may seem to be at vari- 
ance with previous thoughts or descrip- 
tions of loss settlement. A moment 
consideration however will enable the 
reader to realize that the procedure in 
this respect is not different from other 
types of claims. An apartment build- 
ing, for instance, is damaged by fire. 
The property fire insurance claim is 
settled without the parties waiting until 
the building is actually rebuilt to deter- 
mine exact replacement value. The 
rent insurance claim is settled also 
without waiting for actual rebuilding. 

In steps 1 and 2, it should be noted 
that even though the policy contract 
makes the preparation of the claim the 
obligation of the policyholder, in prac- 
tice the insurance company adjuster 
takes the initiative in the determination 
of the insurable value and period of 
suspension. 

The additional time which may be 
required to replace stock, as permitted 
by contracts, usually can be predeter- 
mined also. If this is a factor in an 
interruption the time agreed upon is 
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added to the previously determined 
period of suspension. 

The third step, the determining of 
the extent of the suspension becomes a 
factor only when a partial suspension 
occurs. It is then a matter usually de- 
cided by agreement between the policy- 
holder and the company. In claims of 
manufacturers emphasis is placed on 
production. In mercantiles emphasis 
is on sales. <A partial suspension is 
most often determined as a percentage 
of full operation and, having been thus 
determined, is no more complicated in 
claim completion than a total suspen- 
sion. 

The final step, determination of the 
loss in earnings, is accomplished most 
often by using the figures of the com- 
parable period of the previous year as 
a basis. It is felt an understanding of 
computation procedure can be 
more easily gained by close reference 
to two actual loss examples shown in 
Exhibit D and Exhibit E, than by 
explanation in the text. 


loss 


500 


Exhibit D shows a fairly simple 
computation based on actual sales pro- 
duction lost. Actuai figures of pro- 
duction were used because the loss was 
a partial suspension in the last three 
weeks of the month. The percentage of 
production lost to total annual produc- 
tion is applied to the computed annual 
insurable value. The policy involved 
here was the Two Item form with no 
coverage on ordinary payroll. 

Exhibit E shows the computation of 
a loss under the Gross Earnings policy. 
Here the percentage of gross earnings 
to sales is a sound basis in determining 
gross earnings lost during the period 
of interruption. The percentage of ex- 
penses saved during the period is also 
a factor which is calculated (this is not 
shown in detail in the Exhibit). 

If either of these firms showed er- 
ratic earnings or were highly seasonal 
businesses, further correction would be 
made for this factor before the final 
loss figure was accepted. 
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pro- 
avin (Part One) 
hree SEY CORI! E00 ee ae ener RR ee air rc ae en $ 86,000 
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EXHIBIT D 
(Part Two) 


Determination of Insurable Value: 

$ 58,800 
89,500 
4,700 


Net Profits 
Expenses 
Supervisory labor added in...... 


153,000 


tf> 


80 


Annual Insurable Value 

No correction necessary for increased or 
decreased trend of business. 

Co-insurance requirement 


Insurance Required 


Insurance actually carried. Co-insurance 
requirement satisfied. No loss penalty. 


Determination of Insurance Claim—Two Item Form, no payroll coverage 


PUPEMOUDIIES 42 Sve ob s.0 bse 8s cases $ 58,800 
Expenses which continue....... 81,900 
Supervisory labor <5.6.<60.0kes:s 4,700 

$145,400 








November production anticipated, 
based on last year’s figures.... $ 81,000 


Actual November production... 49,000 
i5085: in) Production... <..i.<.05% 52. $ 32,000 
32/832 x $145,000 = $5,577 
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Reduction in expenses here considered as 
to repairs, postage, printing, insurance, 
general and traveling expenses 


Annual collectible loss 


of annual $832,000 
Amount of insurance collectible 
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Buying and Administering Business Interruption Insurance 
EXHIBIT E 
DEPARTMENT STORE CLAIM SETTLEMENT 
(Date of fire: December 28. Operations interrupted through March 31.) 
A: Sales Calculation: 
SSALGS = AMMAR Y S500 crate: cia dna iercie cre ol eeleiet trie eeees $102,254.24 
SS ea mes VRE EERE aah w. os 00s Spr nar asaves elu ave eee ane siete mene eeteranae 103,218.20 
>d or BSN EBRON cds vers) ad vialetta RG 118,005.26 
Sales—3 months ending March 3lst..............06. $323,477.70 
Fiscal period ends May 30th: 
Previous year—7 months ending December 3lst.... $392,395.41 
This year—6 months and 27 days to fire 
rance December 28th... sccs sk ccwtes cases cues $370,243.95 
lalty. Add for December 28th, 29th, 30th, 31st, 
actual sales last yeat< ccs ce cscions co 11,102.81 
Comparable total for 7 months this year............ 381,346.76 
Decrease: in: cutrent year saless.s f.ci.<.ccdowccieeegnes $ 11,048.05 
Decrease is .02816 of last year’s sales, and .02816 of 
d as MURRMIN IAM sists 3c ci vestavecraeesi nace 9,109.13 
ance, - 2 . 2 . ZQE7 
Sales expectancy for 3 months ending March 3lst.... $314,368.57 
B: Gross Earnings Percentage Calculation: 
Actual sales 6 months and 27 days: June Ist to 
sUPNOGCEM CEs COUR ai o{ Xorihire; oar e Oca oe eee. d opr crear etnlerelacahet $370,243.95 
Gross earnings for same periOd: .~ 5 occ vcsicccccecees 168,423.80 
Percentage of gross earnings to sales $168,423.80 ; 
divided by So70 CAG 95s. chs Sand taeeeeceees ___.4549 of sales 
C: Calculation of Income from Date of Fire to March 3lst: 
Physical Loss Statement (excluding merchandise 
taken over by Underwriters Salvage Co.: sold furs, 
supplies, “will calls’ and employees’ clothing): 
Total Value Agreed Loss Salvage 
Deot A— Par avs. .cicexewc $159,657.34 $ 95,545.88 $ 64,111.46 
B—Coat $24,706.18) ae SiS 
z ee Varma e 39,950.29 2,294.37 27,655.92 
C—Dress 15,244.11§ 979 
Totals at cost value... $199,607.63 $107,840.25 $ 91,767.38 
Estimated mark-up 50% of cost or 33'3% of sales 
WER NRO 50d 5 areca he cen haa RO Ce et ee 45,883.69 
Estimated selling value of salvage.............se00- $137,651.07 
Add egtimated special order sales................4+. __ 11,250.00 
Estimated Sales Income from date of fire to March 3lst.. $148,901.07 
D: Calculation of Loss: 
Expected Sales (A. above is ss: csasiiasincsctcaseess $314,368.57 
Less estimated sales income after fire (C above)..... 148,901.07 
Estimated: sales lost o<.cccecadn atone enccsacaanemes $165,467.50 
Estimated cost of sales—100% less .4549 (B above)= 
SVS i. ioc eranetste: oh eredas eNO ote meter ean ey ian ranean merece eee $ 90,196.33 
Estimated saved expenses for same period=.0349.... 5,774.80 95,971.13 + 
Estimated gross earnings lost 3 months ending March 31st $ 69,496.37 
Po. athiust and TOUnd OUt. 66 .iiG cea aces cat eerearews 503.63 
PROBE ROSS. oiace-ctiaca cicrarsaara nis Here erace a OLS Mata ae $ 70,000.00 
her 
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A New Allocation Ruling Affecting Some 
Business Corporations Subject to the 


New York State Franchise Tax 


By J. B. C. Woops, C.P.A. 


7 HE formulae under which business 
and investment income and capital 
are allocated for the New York State 
franchise tax under Article 9A, like 
other arithmetical formulae for alloca- 
tion, may produce incongruous or in- 
equitable results in some instances. In 
a paper on the allocation of income read 
at the New York University 1945 Con- 
ference on the Franchise Tax on Busi- 
ness Corporations, Leo Mattersdorf 
noted the shortcomings of such formu- 
lae, quoting from the National Tax 
Association proceedings, 1939, to em- 
phasize the point: 

“It must be admitted that the use of 
mathematical formulae is arbitrary and 
that no one rule will be equitable for all 
concerned. Nevertheless, in the absence 
of a more accurate method it is a prac- 
tical way of dealing with the problem 
that has the approval of both tax ad- 
ministrators and taxpayers.” 

And, again, “no mathematical for- 
mula can hope to achieve exact, even- 
handed justice, but can work only 
substantial justice. In exceptional cases 
the result will be grossly inequitable.” 

When the present Article 9A was 





C.: Woops, C.P.A., is a 
Accountant (England) 
and a Certified Public Accountant 
(New York). He holds member- 
ship in the American Institute of 


J. B. 


Chartered 


Accountants and the New York 
State Society of C.P.A.’s. Mr. 
Woods was chairman of the So- 


ciety’s Committee on State Taxation 
for two years, and has been a fre- 
quent contributor to our magazine. 
He is a partner of Fedde & Co. 
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enacted, the possibility of inequities of 
allocation under the prescribed formu- 
lae was recognized, and Section 210 
sub-division 8 was inserted in order to 
give equitable relief, taking the place of 
sub-division 7a of Section 214 of the 
prior Article 9A. The present Section 
210 (8) reads as follows: 

“Tf it shall appear to the tax commission 
that any business or investment allocation 
percentage determined as hereinabove provided 
does not properiy reflect the activity, busi- 
ness, income or capital of a taxpayer within 
the state, the tax commission shall be author- 
ized in its discretion, in the case of a business 
allocation percentage, to adjust it by (a) ex- 
cluding one or more of the factors therein, 
(b) including one or more other factors, such 
as expenses, purchases, contract values 
(minus subcontract values), (c) excluding 
one or more assets in computing such alloca- 
tion percentage, provided the income there- 
from is also excluded in determining entire 
net income, or (d) any other similar or dif- 
ferent method calculated to effect a fair and 
proper allocation of the income and capital 
reasonably attributable to the state, and in 
the case of an investment allocation percent- 
age, to adjust it by excluding one or more 
assets in computing such percentage provided 
the income therefrom is also excluded in de- 
termining entire net income. The tax com- 
mission from time to time shall publish its 
rulings with respect to any application of the 
provisions of this subdivision.” 

In conformity with the foregoing, a 
Tax Commission Ruling .was issued 
July 30, 1946, reading as follows: 

“Where corporation owns no real property 
within and without state and tangible per- 
sonal property owned consists of solely furni- 
ture, fixtures, and other office equipment— 
Discretionary adjustment of allocation per- 
centage. 

—1. In the case of any corporation (a) tax- 
able under Article 9-A of the Tax Law, (b) 
entitled to an allocation of its business in- 
come and capital, and (c) which (within and 
without New York) owns no real property 
and whose ownership of tangible personal 
property (within and without New York) is 
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New Ruling Affecting Some Business Corporations Subject to the Franchise Tax 


comprised solely of furniture, fixtures and 
other office equipment, the Tax Commission 
will, upon application of the taxpayer, elimi- 
nate the property factor in the calculation 
of the taxpayer’s business allocation percent- 
age. In such a case, the Commission may 
substitute, as a third factor, the percentage 
which the taxpayer’s business expenses 
(other than salaries and wages) incurred or 
expended within New York to bear to the 
total of such expenses within and without 
New York. 

“2. Any corporation, making application 
for such discretionary adjustment, must an- 
nually file its report and calculate its business 
allocation percentage using the statutory 
formula; it must attach a rider to the report 
(a) setting forth the items and value of all 
tangible personal property owned by it and 
(b) the items of its business expenses (other 
than salaries and wages) incurred or ex- 
pended within New York, together with the 
items of such expenses incurred or expended 
within and without New York. In the case 
of reports heretofore filed, subject to any 
statutcry time limitation, taxpayers may ap- 
ply for such discretionary adjustment by sup- 
plying the required information in an affidavit 
executed by an officer of the corporation. 

“3. In the case of any corporation circum- 
stanced as above, the Commission may, of its 
own motion, make a discretionary adjustment 
by the elimination of the property factor and, 
in such case or in the case of any corporation 
which (within and without New York) owns 
no real or tangible personal property, may 
substitute as a third factor the percentage 
of expenses as set forth above. The Com- 
mission may require of any corporation such 
information under oath as it deems necessary 
to make such adjustment. 

“4. ‘Business expenses’ include only ex- 
penses used in the calculation of the taxpay- 
er’s entire net income incurred or expended 
in service, maintenance and operation of a 
nature as may be allocated within and with- 
out the state such as (1) rent, (2) office 
supplies, (3) traveling or entertainment, (4) 
postage or communication, (5) trucking, 
shipping or delivery, (6) local property 
taxes, (7) income, excise or franchise taxes, 
other than Federal, (8) license fees, (9) 
general or miscellaneous expense (itemized). 

“*Business expenses’ do not include (1) 
wages, salaries or other compensation, (2) 
interest paid, (3) depreciation, depletion or 
amortization, (4) contributions or gifts, (5) 
pension, retirement, profit-sharing payments 
or bonuses, (6) bad debts, (7) lesses, (8) 
advertising, (9) repairs, (10) legal expense, 
(11) insurance premiums, (12) accounting, 
(13) dues or subscriptions. 

“The foregoing items are not necessarily 
exclusive, but are indicative of the character 
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of business expenses that may be used in 
determining the substitute percentage. 

“5. This ruling shall take effect immedi- 
ately and apply to all reports required to be 
filed on or after May 15, 1945 under Article 
9-A of the Tax Law, as added by Chapter 
415, Laws of 1944. Tax Commission Ruling, 
July 30, 1946.” 


The ruling appears simple and its 
implications not far reaching. It will 
affect such businesses as incorporated 
advertising and selling agencies and 
others operating without ownership of 
inventories or of fixed assets other than 
office furniture, fixtures and equipment. 
Under certain circumstances one of 
three factors in the prescribed business 
allocation formula, the property factor, 
may be eliminated and another factor, 
a business expense factor, substituted. 
The business expense factor rests upon 
the definition or description of business 
expenses contained in the ruling. 

Elimination of the property factor 
will be made by the Commission on ap- 
plication of the taxpayer or by the Com- 
mission on its own motion. Upon 
elimination of the property factor the 
Commission may, in its discretion, sub- 
stitute the business expense factor, or 
apply a two-factor formula. The ruling 
does not of course deprive the Commis- 
sion of the power to make other adjust- 
ments to allocation, such as_ those 
specified in Article 415 of the Regula- 
tions issued under Section 210 (8) of 
the law. Under Article 415 the busi- 
ness allocation percentage may be 
adjusted by exclusion of a factor, in- 
clusion of one or more other factors, 
exclusion of one or more assets and 
related income, or by application of an- 
other method of allocation calculation. 

In many instances to which the rul- 
ing might appear to be applicable, the 
difference in percentages of the prop- 
erty factor and the business expense 
factor may not be significant, and hence 
neither the taxpayer nor the Commis- 
sion will move to eliminate the property 
factor. Presumably the taxpayer will 
not apply to have the property factor 
eliminated unless it is both less favora- 
ble than the business expense factor 
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which may be substituted and_ less 
favorable than the two-factor formula 
which may, alternatively, remain. Ex- 
cept in instances where a substantial 
inequity would be done without making 
revisions, it is not to be expected that 
the Commission, after requesting infor- 
mation to ascertain that the only tangi- 


ble assets owned are office para- 


phernalia, will, on its own motion 
eliminate the property factor, thus leav- 
ing a two-factor formula, or a three- 
factor formula containing a business 
expense factor. 

Taxpayers of the kind which may be 
affected should review their franchise 
tax returns which were required to be 
filed on May 15, 1945, or subsequently. 


Arrangement of Current Files When Presented to Review Department 


When the reviewer starts his work, a systematic arrangement of the papers is a major 


factor in determining the efficiency of the reviewer. 


The following suggestions have been 


given to us as to how the file might be arranged for this purpose: 


1. Engagment record 

2. Notes to central office 

3. A written report (current). 

4+. Working-paper file. 
Permanent file. 


7. Engagement outline. 
8. Dummy reports. 


Nn 
ra 
DO 


Prior-year reports (including any interim reports of the ctirrent year). 


—Auditing Practice Forum, 
Victor Z. Brink, Editor, 
The Journal of Accountancy, 
August, 1946; page 155. 
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Random Thoughts of a Returned Veteran 


By Haroitp E. MAcFApDDEN 


I SUPPOSE every serviceman, upon re- 
ceiving those letters from the of- 
fice, pondered as to the prospects the 
profession would hold for him on his 
return to the States and, more par- 
ticularly, upon confronting the staff 
personnel supervisor for their first 
peacetime chat. 

Probably foremost in his mind 
was compensation. Didn’t more than 
a few letters from staff assistants de- 
scribe fabulous wartime salaries, 
fabulous compared with pre-war 
pay-rates? What. could he expect to 
esarn? ~=What would he need to live 
in these United States for the first 
time in years, lacking knowledge of 
the cost of a luxurious white shirt, 
or a pair of wing-tipped civilian 
shoes? Certainly tempered com- 
plaints from the more seasoned man- 
agers and seniors testified to the long 
hours, and verified to his satisfaction 
that there existed a manpower short- 
age hitherto unknown to the profes- 
sion. 

Assignments, too, were a factor 
not to be overlooked, for the better 
assignment generally is the compan- 
ion of the better salary. A few years 
of pre-war experience had ingrained 
in him the importance of this factor. 
But how could he hope to achieve 
a heavier staff classification when he 
knew war had taken away more than 
a few years from highly valued ex- 





Lr. Harotp E. MacFappen, the 
author of this article was graduated 
from St. John’s University, with the 
degree of B.B.A., in June, 1942. He 
enlisted in the Navy in August, 
1942, and served as radar officer and 
fighter director until November, 
1945, when he was released to inac- 
tive duty. He has been employed as 
a staff accountant with various firms 
since 1937, and is presently on the 
staff of Ernst & Ernst. 
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perience? He concluded that con- 
cessions would, of necessity, have to 
be made by principal, assistant and 
client. 

Hours, admittedly long during the 
winter months, presented an astig- 
matic view of the profession to the 
veteran. Would he depart from 
home on those tedious out-of-town 
engagements, immediately following 
his return? Would there be those 
familiar deadlines to meet, for which 
the principal seemingly wielded the 
big stick over the field-man’s head, 
while the client’s interest lay only in 
the availability of figures? 

How would the seasoned senior, 
accustomed to assistants selected 
under high pre-war standards, react 
to the work of the veteran eager to 
assume the responsibility of heavy 
engagements, when they mutually 
recognized the interrupting effect of 
military service upon staff experi- 
ence? Would he be anxious to un- 
derstand the veteran's problems, and 
eager to help in his re-establishment 
in a position warranting the pay- 
ment of the living wage? 

Then too, what acceptance of the 
returning former employee would 
there be by those men of military age 
fortunate (or unfortunate) enough 
to have missed ‘service experience? 
Many of them had, in three or four 
years, progressed to heavy staff as- 
signments. Others, in numbers, 
faced displacement by the exservice- 
men under the Servicemen’s Read- 
justment Act. Here was a cause of 
friction and resentment not to be 
overlooked. 

Lastly, the ex-serviceman won- 
dered how he’d surmount the hurdle 
presented by the C. P. A. examina- 
tions, following a lapse of years in 
his accounting education and prac- 
tice. The prospect of arduous prepa- 
ration is a major one in itself, irre- 
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spective of the other weighty 
problems confronting the man con- 
triving to earn a living from a highly 
competitive protession. 

Anxious to renew acquantances 
with colleagues, the uniformed dis- 
chargee who returned to his first 
peacetime chat with the personnel 
manager, usually found the firm al- 
most too eager to have him return. 
Following a brief resumé of his mili- 
tary experiences, the question first 
put to him usually is, “When do you 
want to start work?” The peak of 
the year-end audits was near and 
men of known reputation were de- 
sired. The personnel-shoe was still 
pinching. Good men were, as always. 
in demand. During the war, one 
man said a firm had actually hired a 
former handwriting expert, a profes- 
sional magician, and an _ ex-rodeo 
cowboy to plug the breach in its staff 
of assistants! As a result, more often 
than not the man was urged to re- 
turn to work immediately, and im- 
mediz meant foregoing those 
dreamed-of vacations of weeks of 
just loafing in the proverbial “state- 


side’ manner. 


1 
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The average veteran and former 
accountant, felt a sense of moral re- 
sponsibility to his firm, and back to 
work he went.* He was_ usually 
pleased at the starting salary which 
he was offered. His pre-war experi- 
ence had taught him that juniors 
usually were worth $100-$150 per 
month, semi-seniors $150-$225, and 
seniors anywhere beyond $225. In 
fact, in those days a man often made 
extreme monetary sacrifices to ob- 
tain those few years of highly prized, 
practical experience necessary to 
qualify for professional examina- 
tions. The veteran had reflected 
upon living on those salaries in his 
particular pre-war classification and 
certainly viewed his successful re- 
turn to the profession as slightly dis- 
mal unless his employer would meet 
him more than half-way. In more 
cases than not, practitioners wel- 
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comed former employees with in- 
creases above previous salaries rang- 
ing anywhere from thirty-five to 
seventy-five percent, depending of 
course, on the man himself and his 
promotional progress in military 
rank or rate. Even so, these increases 
the veteran soon learned, were only 
equal to his former salary in pur- 
chasing power, for in most cases the 
veteran had little idea of the heights 
that prices had reached or of the 
depths to which dollar values had 
shrunk. 

With a relatively higher salary 
and a relatively higher staff classifi- 
cation the returned veteran found 
himself, almost too quickly, plunged 
into an assignment. He soon learned 
that supervisors were eager to lend 
him counsel on technical questions, 
and to stabilize his accounting judg- 
ment when required. When he re- 
quested help on current taxation his 
answers came willingly and painstak- 
ingly; the instant problem settled, 
helpful pamphlets of filled-in returns, 
regulations, etc., were passed on to 
him for perusal in less busy mo- 
ments. 

While on his first post-war en- 
gagement he learned that clients 
were happy to have him back despite 
his unfamiliarity with current prob- 
lems; not infrequently his probing, 
born of ingrained inquisitiveness, 
brought forth new ideas on old prob- 
lems. He recognized that the client’s 
staff was receiving veterans into key 
positions and that they too were 
eager to cooperate, to the mutual 
advantage of accountant and client. 
Those dreaded deadlines dimin- 
ished in importance as a factor with 
which to contend. He recognized 
that clients had become accustomed 
to delays, due to wartime personnel 
limitations, and that the greater 
availability of post-war employees 
made the deadlines relatively easy to 
meet; and with a better quality of 
work than had been possible during 
the war years. 
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Random Thoughts of a Returned Veteran 


Working hours, long the bane of 
public accountancy, had improved 
considerably. Possibiy because of 
the help given by supervisors and 
the cooperative attitude of clients; 
possibly because his military hours 
had, at times, been nothing but non- 
productive waiting. The combined 
effect, whatever the casual factors, 
was a happy one. The accountant 
found himself with winter holidays, 
Saturdays off, and many of his eve- 
nings free. As a result, when nec- 
essary and required, he worked late 
with a greater willingness than ap- 
peared in his pre-war memory. 

Probably the most difficult under- 
current to overlook was the non-vet- 
eran newcomer who had progressed 
rapidly to relatively heavy assign- 
ments in three or four years. Proven 
ability notwithstanding, friction was 
present. Many of these men treated 
the veterans with an unwelcome re- 
ception; perhaps this was because 
they sensed a possibility of displace- 
ment by the veteran. Some of them 
considered the experienced veteran 
as a neophyte, and were surprised to 
find years of accounting responsibil- 
itv adequate testimony to the vet- 
eran’s present staff position. What- 
ever these undercurrents, the veteran 
found these men to be capable, eager 
to help, and at times entertaining. 
It seemed strange that any man of 
military age could not distinguish 
between a 45 Colt automatic and a 
40 millimeter A.A. weapon; no doubt 
the non-veteran enjoyed our inabil- 
ity to recognize a renegotiation con- 
tract or a carry-back. 

As for women accountants, the 
veteran found himself almost too 
happy to tote adding machines or 
bags crammed with work papers for 
her. After all, hadn’t he seen the day 
when he wished that he had been 
within five hundred miles of a white 
woman? Here she was, and with 
shoes on too! 

State legislatures were consider- 
ing various preference bills, designed 
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to aid the veteran in obtaining the 
muchly desired certificate. Some 
would award the highly prized cer- 
tificate without the requisite profes- 
sional examinations; others would 
credit the serviceman with any mili- 
tary service in fulfillment of experi- 
ence requirements; still others would 
recognize only such military experi- 
ence as was of an accounting nature. 
When the news of such propositions 
reached the ear of the qualified 
veteran-C.P.A. candidate, he found 
it unbelievable. Among other things, 
he had made costly sacrifices in time, 
energy and salary in the acquisition 
of necessary experience and educa- 
tional qualifications. Was all this 
soon to be voided? Was the profes- 
sion to permit the worth of the certi- 
ficate to shrink by the relaxation of 
the high standards which, through 
the years, have elevated accountancy 
to a place among the professions? 


While it is not unreasonable to 
assume that a qualified accountant 
could have passed the examinations 
in three or four years had he not 
been in military service, it must have 
been welcome news to him to learn 
that the American Institute and 
various state societies had adopted 
resolutions recognizing his problem, 
but advocating the continued main- 
tenance of the prerequisite high 
professional standards basic to the 
issuance of a certificate. As many 
ex-servicemen await the results of 
the May, 1946, Uniform Certified 
Public Accountant Examinations, 
and as many more prepare for those 
to be held in November, it is a 
tribute to the profession that we are 
closer to 100% national uniformity 
than ever before. 


Under the G.I. Bill of Rights, the 
candidate almost immediately upon 
discharge, plunged into various re- 
fresher courses. Gratifying as it was 
to see hundreds of ex-servicemen 
with a common singleness of pur- 
pose, it was satisfying to know that 
the standards had been kept high. 
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With most veterans eager to pursue 
advanced study, the firms, the pro- 
fession and, of course, the indivi- 
duals, stand to gain to mutual ad- 
vantage through wise cooperation 
by all parties. 

If the returned serviceman 
placed in charge of an engagement 
he might find that some novice 
assistants did not have a full appre- 
ciation of the long overtime hours 
necessary in pre-war days to accu- 
mulate that thing called experience, 
that many of them viewed the pro- 
fession as stepping-stone to a private, 
corporate accounting position and 
that, as a result, they did not 
enthusiastically pursue public ac- 
countancy as a career embodying a 
high degree of technical excellence 
and a willingness to work. This 
probably was the result of wartime 
practice, which saw numerous prac- 
titioners foregoing the profession in 
favor of high paying executive posi- 
tions in private enterprises. In fact, 
more generally than not, few men 
engaged in public practice looked to 
a professional future with their re- 
spective firms, but hopefully antici- 
pated the offer and acceptance of a 
position in private enterprise. 

\WWhat can be done to make the 
profession inviting to newcomers 
and returned veterans? One factor 
is to welcome the younger men to 
the various societies’ meetings. The 
veteran is accustomed to active 
participation in major undertakings. 
By invitation to these meetings and 
accounting forums, he will feel more 
a part of the profession, which ad- 
mittedly or not, needs enthusiastic 
practitioners to maintain the prog- 
ress already made. Particularly 
members of staffs of the larger firms 
feel this need. 

Such a pamphlet as “Public Ac- 
countancy As A Career,” which con- 


was 
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tains enough information to keep 
potential applicants for staff posi- 
tions aware of the requirements and 
opportunities offered, accountancy 
should be distributed to all students 
of the subject. 


Often guilty of dormancy, the re- 
sult of conservative firm policy, the 
staff member of the larger firm feels 
he is just another berry in the pie. 
Such organizations might do well 
to insure the maintenance of career 
men on their staffs by monthly meet- 
ings of the organization during 
which participation of young men is 
encouraged. News letters of current 
interest, technical and not, have 
been found to inspire interest and 
broaden knowledge of young men 
eager to learn but often lacking the 
facilities or material. Education in 
the field is excellent, but all too 
often the less experienced accountant 
misses the learning when the in- 
charge man is in a rush to complete 
the engagement. A more definite 
plan of in-service training is needed. 

The thoroughly experienced men, 
those already committed to a career 
in the practice -and who have met 
with success in their chosen work, 
can be of inestimable help and a 
welcome source of guidance to young 
men, if they would undertake to 
volunteer their services as running 
mates in professional activities. 
Friendly, advisory talks by man- 
agers with staff members develops 
confidence and does wonders in 
building an esprit de corps so vital 
to the progress of any organization. 

In conclusion, the writer states 
that this is not intended to be a 
scholarly work, but rather thoughts 
collected at random from conversa- 
tions and experiences since his re- 
turn to an improving and satisfying 
profession 
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The Taxpert Travels 


By Lewis Guuick, C.P.A. 


GREAT many years ago I wrote an 
A article on hints to travelers. Much 
of what was in it is still good, but 
the modern mode of travel by air 
calls for bringing it up to date. Many 
taxperts have yet to experience the 
pleasure of air travel; and some of 
those who have, may add to the 
pleasure of the next trip by reading 
this. 

My first air trip was in the summer 
of 1934, in an open cock-pit Navy 
plane, from Anacostia to Brooklyn. 
A medical officer prepared me 
against air-sickness with a pre-dawn 
dose of magnesium sulphate. The 
fight was a complete success for 
me. Two years ago I traveled by air 
from Naples, Italy to New York, by 
a most circuitous route, necessitated 
by the war. In the modern, fully 
enclosed planes, no thought was 
given to air sickness, and what’s 
more, I didn’t see one case of it; 
even on a flight, a month later, from 
Virginia to California, over some 
bumpy mountains. Super-modern 
commercial planes are even less 
likely to cause travel distress. Yet 
there remains the inevitable small 
percentage, well known to naval 
medical officers, whose ear canals 
just do not function perfectly. Sea- 
sick, train-sick, or air-sick, they are 
poor passengers. 

I know nothing of some of the 
medication advertised as “cures”. 
But I do know that for any person 
liable to sickness, the pre-flight 
cleansing, as prescribed in 1934, plus 
licht eating en route, is most helpful. 





Lewis Giuick has been a mem- 
ber of our Society since 1924. He 
is now engaged in practice in Long 
Beach, California. He is best known 
as the SHOPTALKER, under 

| which name he has been writing | 
| since 1928. | 
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To me, the one great, and at 
times controlling, drawback to air 
travel, is the limitation on baggage. 
It’s all very well to take a light bag 
for a short trip. But an auditor 
usually cannot finish an engagement 
within the limits of the contents of 
that bag. Time was when you could 
get 24, or even 12, hour laundry 
service at a good hotel. If you had 
two shirts, two suits of underwear, 
three pairs of sox, and as many 
collars, you could get along quite 
well. “Them days” may not be “gone 
forever”, but they surely are slow 
in returning. The taxpert, being a 
professional man, must look neat at 
all times. How can he accomplish 
this and still enjoy the speed and 
convenience of air travel? 

Well, for one thing, if he makes re- 
peated journeys between two points, 
he can keep a reasonably complete 
outfit at the out-of-town point. For 
example, I may send someone some 
gear to stow for me in Washington 
against any trips I have to make 
there, but first I must get the shirts, 
shorts and sox, not to speak of a 
new shaving brush. The _ second, 
more usual method, works only if 
the trip is scheduled well in advance. 
In that case, a bag or trunk is ex- 
pressed ahead, to the hotel where 
reservations have been made. 

But too many trips are made im- 
promptu; a sudden call. What then? 
If the expected stay is to exceed a 
week, a trunk expressed to follow 
the traveler may arrive in time to 
give him some clean clothes to fly 
home in. Otherwise he must just 
trust to luck. 

Of course, old Navy men like me 
are not bothered by underwear and 
sox laundry. We learned how to do 
our own in “boot” camp; and it’s 
an art well worth knowing. There- 
fore, I concentrate on shirts and 
collars, and, if a two-pants suit is 
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available, get along quite well. In 
California you need not fret about 
the coat and trousers matching. The 
style here prefers them contrasting. 

It isn’t only clothing, however, 
that you must consider. No matter 
what mode of travel you use, you 
must provide for contingencies or 


emergencies. For example, don’t 
wear old shoes. Wear shoes, which, 
if not brand new, have solid soles 


that will not wear out while you are 
away. Wear black ones, which are 
suitable for all even if 
you have to hire a dinner;jacket. 
Take a pair of rubbers. They weigh 
much less than a pair of shoes; wear 
the rubbers when there is rain or 
snow; if your shoes don’t get wet, 
you won't need to change them. Stuff 
the rubbers with such bottled stuff 
(mouth wash, hair tonic, etc.) as 
you carry, and your spare sox. That 
space, and guards against 
breakage. 


occasions, 


saves 


But you may catch cold, eat too 
much, or the wrong things, or what 
not. Be sure that you have your 
favorite remedies in your bag. The 
attack may come at three A.M. I 
have a little first-aid box, 6 by 8 by 
2% inches, and the quantity of stuff 
it will hold is amazing to the un- 
initiated. It’s been everywhere I've 
gone for the past ten years, and 


some of its contents have never 
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been touched, thank goodness. On 
the other hand, once an item is in- 
vaded, replace it promptly, and for 
some items, even though untouched, 
beware of deterioratiom As to drugs, 
consult your physician. 

Firstcaid is not always a matter 
of pharmaceuticals. My kit includes 


two needles, threaded one white, 
one black. It’s a heck of a note if 
the top trouser button pops while 


you are dressing in a Pullman. Also, 
I have a pair of shoe laces, a spoon 
to take medicine I hope I won't need, 
and a few other little items, mostly 
from dime stores, that you'd give 
dollars for in a pinch. Each traveler 
must decide on what he needs, based 
on his experience and idiosyncracies. 
The essential thing is to have them. 


Another point is to carry a slicker. 
It will double nicely as a bath-robe; 
but the finest robe made won't keep 
you dry when a thunderstorm comes 
up. When the suit you are wearing 
is the only suit you have that’s im- 
portant. 


One last word about professional 
equipment. The luggage people have 
really done wonders in providing 
luggage of low weight and high 
strenth for plane passengers. But I 
have yet to see audit bags designed 
for air-travel. Isn’t it about time we 
had them? 
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PROFESSIONAL COMMENT 











By EMANUEL SAXE, C.P.A. 


How the Accountant Can Help 
Charitable Causes 

Once again, with the advent of the 
fall season, various charitable drives 
and undertakings are being organized 
which will require the greatest amount 
of help from all public spirited members 
of the community. 

Community Chests and Councils, 
Inc., has prepared a booklet entitled, 
“Your Taxes and Your Contributions”, 
which reminds business firms and in- 
dividuals of the deductibility of gifts to 
Community Chests and to the U.S.O. 
Copies of this booklet may be obtained 
from the Community Chest in vour city 
or from Community Chests & Councils, 
Inc., 155 E. 44 St., New York, N. Y. 

Since Community Chests, this fall, 
will be seeking $160,000,000 to finance 
10,000 health and welfare agencies, and 
U.S.O., in its last campaign, is seeking 
$19,000,000, it is essential that all pos- 
sible help be extended to these two 
worthy causes. 

Accountants, who have been known 
for their liberality in charitable causes, 
are urged to give their fullest possible 
cooperation in this connection. 


Inventory Pricing 

An interesting review of the current 
thinking on the subject of Inventory 
Pricing appears in a paper by Edward 
J. McDevitt, C.P.A., in the Bulletin 
of the Massachusetts Society of Certi- 
fied Public Accountants, Inc., for Sep- 
tember, 1946. 

In this article, Mr. McDevitt reviews 
the research which has been going on 
with respect to the subject of inven- 
tories, more particularly under the 
aegis of the subcommittee of the Com- 
mittee on Accounting Procedure of the 
American Institute of Accountants. 

He notes that basic to the entire 
thinking has been ‘‘a general acceptance 
0° the shift of emphasis from the bal- 
ance sheet, as the financial statement 
of principal importance, to the income 
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statement’. As a corollary, he says 
that “the former recognition of con- 
servatism as a virtue in inventory 
valuation has disappeared, for the very 
evident reason that the understatement 
of values at one date results in over- 
statement of income in a subsequent 
period’, and therefore concludes that 
“the primary basis of valuing inven- 
tories is cost but only to the extent that 
such cost is deemed to be properly al- 
locable against revenues of ensuing 
periods”. In other words, he believes 
that the cost basis of inventory valua- 
tion should be subject to the limitation 
that it be not in excess of that portion 
of cost which can later be recovered in 
the market. 

The author then proceeds to investi- 
gate the various methods of costing and 
the problem of the determination of 
what is market value. 

In the latter connection he notes the 
difference in the thinking between the 
American and English schools of 
thought. The former seems to favor an 
inventory realization value calculated 
after the deduction of a profit margin, 
whereas the English group generally 
recognizes market value as being realiz- 
able value without allowance for profit. 

Another point discussed in the article 
is the matter of whether the cost on 
market rule should be applied to each 
item in inventory, to the totals of the 
inventory, or to the totals of the major 
categories of the inventory. The author 
expresses the opinion that the con- 
sensus among practicing accountants 
would seem to favor the application of 
the cost on market rule to the totals of 
the major categories of the inventory, 
with exceptions noted where the appli- 
cation of the rule might produce an in- 
equitable result. 

Authoritative Financial Accounting 

Once again, George O. May, whose 
writings are undoubtedly familiar to all 
of our readers, presents a most inter- 
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esting article (The Journal of Ac- 
countancy; August, 1946) which de- 
scribes financial accounting as it exists 
today, tracing its development, outlin- 
ing its objectives, and indicating its 
usefulness to society both now and for 
the future. 

The importance of accounting in 
today’s economy, says Mr. May, re- 
quires no demonstration. He points 
out that rules of accounting become, in 
effect, rules of law; that, within wide 
areas, value is recognized as being de- 
pendent upon income; that the meas- 
urement of income is an accounting 
process ; and that changes in accounting 
methods may easily result in changes in 
property values. 

Financial accounting is a compara- 
tively modern art and its practice a 
comparatively new profession. The 
typical products of the practice of this 
profession are the annual corporate in- 
come statement and balance sheet. It 
was recently held by the S. E. C. that 
the practice of this art is essentially his- 
torical in nature, although accountants 
also believe their function to include the 
interpretation of these facts in a proper 
perspective. 

Conditions have changed since ac- 
counting has grown up as a profession, 
and Mr. May notes that one of the most 
monumental changes in the develop- 
ment of accounting to meet these 
changed conditions occurred in the year 
1932, when the American Institute of 
Accountants and the New York Stock 
exchange agreed upon a rather start- 
ling shift in accounting outlook, ac- 
cepting the view that accounting is 
governed by conventional rather than 
natural laws and that the test of ac- 
ceptable accounting is its social useful- 
ness. Three modifications of emphasis 
were recognized: 

(1) from the balance sheet to the in- 

come statement ; 


(2) from value to cost, or “‘useful’”’ 
cost; and 

(3) from conservatism to consist- 
ency. 
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Mr. May discusses, inter alia, such 
interesting problems of accounting 
theory as the treatment of discount on 
bonds that remain unamortized at a 
date when an issue is retired through 
refunding operations, together with the 
relevant income tax implications; the 
function of footnotes in the prepara- 
tion of statements ; the concept of origi- 
nal, or rather “aboriginal” cost; the 
amortization of good-will and other in- 
tangibles; and the like. 

As for the financial accounting prob- 
lems of the future, Mr. May suggests 
that attention will probably be given to 
problems involving the stability of the 
monetary unit; a continuance of the 
emphasis on the income statement, 
leading to a much more searching 
analysis of what constitutes income; a 
greater emphasis upon cost; a continu- 
ance of the emphasis on consistency ; 
and a general reconsideration of the 
concept of the nature of capital stock. 

Mr. May believes that while regula- 
tory bodies have an important part to 
play in the development of the field, 
nevertheless “accountants themselves 
feel that new rules or precedures should 
first win the approval of those whose 
authority rests on professional skill, ex- 
perience, and judgment and the func- 
tion of those whose authority rests 
upon law should normally be exercised 
to encourage the adoption of and in due 
course to assist in the enforcement of 
principles and procedures which have 
secured that approval. In this manner 
it should be possible to arrive at ac- 
counting principles and accounting pro- 
cedures that will be generally accepted 
and will be authoritative in every 
sense.” 


Prospective Revisions in Accounting 
Technique as a Result of Changing 
Economic and Social Forces 


Those of our readers who were im- 
pressed by Col. Berylson’s article, ““The 
Accountant’s Role in Industrial Rela- 
tions’, which appeared in our June, 
1946, issue, should also be interested in 
the above-entitled article by Hubert 
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Stanley, a Missouri Certified Public 
Accountant, which appeared in the Au- 
gust, 1946, issue of The Canadian 
Chartered Accountant. Among the 
other things discussed by Mr. Stanley 
in his paper, he points out that one of 
the most important factors affecting our 
present economy is that of labor, and 
that this factor will have a very pro- 
found and increasing effect upon the 
accounting profession and our future 
accounting techniques. 

Mr. Stanley makes the point that, 
whereas in the past the financial state- 
ments included in the annual report to 
stockholders and others have been pre- 
pared without regard to the effect upon 
labor, in recent years, however, many 
of these reports have been placing more 
emphasis upon the employee aspect of 
financial reporting and have been ad- 
dressed to both the stockholders and 
the employees. He criticizes the ad- 
visability of issuing two different forms 
of income account—one for stockhold- 
ers, and one for employees. He be- 
lieves that the employees are fully 
capable of comprehending the usual 
form of income statement and that in 
this transitional stage, at least, perhaps 
the better thing to do would be to fur- 
nish all necessary information com- 
bined in one report. 

He also points out another aspect of 
the income account which should be 
carefully considered in the light of the 
importance which labor is assuming in 
the problems of business management. 
That is a matter of differentiating the 
items chargeable to the income account 
and to surplus. Mr. Stanley points out 
that many contracts exist in labor and 
management relations which are based 
on profits ; and the question of what are 
profits is, of course, influenced by what 
items are included in or excluded from 
the income account. 


Accounting in a Decentralized 
Organization 
Alexander MacGillivray, the Direc- 
tor of Accounts and Finance of the 
RCA Victor Division of the Radio 
Corporation of America in Camden, 
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New Jersey, makes out a good case for 
decentralization of the accounting func- 
tion in a very illuminating article which 
appeared in Section I of the September 
1, 1946, issue of the N. A. C. A. Bulle- 
tin. Therein, he relates in detail the 
experience of his organization under 
this arrangement and indicates his be- 
lief that there is already ample evidence 
to show that the system can work 
smoothly and effectively and_ bring 
about the benefits that have been pre- 
dicted for it. 

The experience of his company indi- 
cates that although accounting costs 
might tend to rise in a decentralized 
set-up, nevertheless, these increases are 
by far offset by the greater contribution 
that the product (divisional) control- 
lers can make to the success of their 
respective departments’ operation. 
Having a greater familiarity with the 
departments and their respective prob- 
lems, they are in a position to concen- 
trate on the problems of their units 
much more effectively. Nor will this 
set-up result in their devoting their 
time exclusively to the accounting as- 
pects of the work; rather is it the case 
that they will work more closely with 
the manufacturing, engineering and 
sales divisions of the product and, 
thereby, achieve substantial benefits for 
the entire organization. 

Another advantage lies in the fact 
that decentralization makes it possible 
for more men to assume controllership 
responsibility, thus affording greater 
opportunity to the personnel and pro- 
viding them with a greater personal 
incentive. This Mr. MacGillivray be- 
lieves, should ultimately result in ex- 
panding the market position of the 
company, maintaining the quality of its 
product, and attaining worth-while 
profit results consistent with stock- 
holder responsibility. 


Steamship Accounting 
In a most interesting article appear- 
ing in the August 1, 1946, issue of the 
N. A. C. A. Bulletin, Arthur B. Poole, 
Vice-President and Treasurer of 
American President Lines, Ltd., dis- 
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cusses the special accounting problems 
and techniques of subsidized steamship 
lines based on the procedures in his 
own company, which was one of the 
few steamship companies that, before 
the war, combined both domestic busi- 
ness with a subsidized foreign business. 
Its accounting problems and_ tech- 
niques, therefore, necessarily include 
those of both types cf business. 

The paper is limited to a discussion 
of steamship accounting as it is nor- 
mally carried on commercially during 
peace-time operations, and the subject 
is considered under four topics: 


1. Accounts related to operating 
statements. 

2. Accounts related to the balance 
sheet. : 


3. Steamship accounting methods 

and procedures. 

4. Steamship cost accounting. 

A few of the highlights of steamship 
accounting which differentiate it from 
accounting as it is likely to be found in 
other industries, include the following 
items : 


1. The accounting unit of operations 
is the terminated voyage, and all 
costs are stated on this basis. 
The problems of assembling 
promptly the revenues, expenses 
and related data for each voyage 
are quite complex. 

3. An understanding of the Mer- 
chant Marine Act of 1936 is 
necessary if one is really to un- 
derstand the concepts of the 
operating - differential subsidy, 
the construction-differential sub- 
sidy, capital reserve funds, and 
the like, which are peculiar to the 
steamship industry. 


bo 


4+. The terminology, form and evalu- 
ation practices of subsidized 
steamship companies are gener- 
ally consistent with each other; 
not so, particularly, with non- 
subsidized companies. 

5. The taxation problems of subsi- 
dized steamship companies are at 


great variance with the ordinary 
federal taxation of general corpo- 
rations, 

6. The problem of payrolls is highly 
complicated by reason of federal 
statutes, collective bargaining and 
established steamship practices. 

The article is interesting because it 
describes a most important industry, 
whose operation requires a particular 
kind of accounting suitable to its own 
problems. 

Responsibility Accounting 

Ralph B. Knott, a member of the 
firm of McKinsey & Co., recently read 
a paper before the Pacific Coast Con- 
ference of Controllers in San Francisco 
which presented a very significant 
viewpoint. It was published in the 
August, 1946, issue of The Controller. 

Responsibility Accounting — the 
method by which the accounting pro- 
cedures are tied in directly with the 
unit responsibility of executives and 
supervisors—is, in his opinion, an im- 
portant phase of corporation account- 
ing. 

If every individual with authority 
can be charged fully with responsibility 
for results and is furnished with data 
which will facilitate the improvement 
of the activities under his direction, a 
program can be evolved which will de- 
velop cost consciousness and a sense of 
proprietorship in each executive and 
supervisor and instill in him the feeling 
that he is an important member of the 
managerial team. 

3asic to this program is the neces- 
sity of recognizing three underlying 
steps: 

1. Classifying the activities into the 

proper units of organization. 

2. Devising the means by which the 
necessary information is collected 
for each such unit. 

3. Presenting the information in re- 
ports that will be easily under- 
stood by the person in charge of 
each unit so as to enable him, in 
fact encourage him, to take action 
based thereon. 
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Mr. Knott discusses the means 
whereby the proper units of organiza- 
tion may be established, and presents 
check-lists to guide in the determina- 
tion of the soundness of organization 
structure and the propriety of the or- 
ganization chart. 

In order to provide information to 
the organization units, the author ad- 
vocates the use of a chart of accounts 
which will supply data from both the 
operating and financial points of view. 
He calls for the use of a standard prac- 
tice manual outlining the accounting 
plan, which will provide uniform in- 
terpretation, standardization of pro- 
cedures and, also, serve as a guide for 
the supervisory staff who normally do 
not have an accounting background. 

The reports to management should 
be so designed that not only are they 
technically perfect and accurate and 
sound from a financial accounting view- 
point, but they are adequate from the 
point of view of meeting the needs of 
the operating executives to whom they 
will be presented for use. Mr. Knott 
states that since each major department 
undoubtedly has a different problem, 
the techniques used for control should 
be devised to meet the specific needs of 
each unit and should include the follow- 
ing operating controls: 


a. Cost accounting. 
b. Budgetary control. 
c. Sales control. 


Cost accounting, of course, is neces- 
sary so that effective contro! may be 
obtained by classifying the costs in 
terms of the organizational unit re- 
sponsible for their incurrence. How- 
ever, the system of cost accounting 
adopted in any particular case will, of 
course, depend upon the local situation. 

Budgetary control is necessary as an 
effective means whereby plans for the 
future can be translated into estimates 
of future income, costs and expense, 
and ultimately used as a basis for check- 
ing the forecast against the actual oper- 
ating results. Budgetary control thus 
provides an effective and_ practical 


1946 


means of determining in advance the 
factors which are ultimately productive 
of profits. It will facilitate the prompt 
taking of corrective action as soon as 
the comparison of actualities with the 
planned budget indicates that the an- 
ticipated results are not being obtained. 

The last point considered is the de- 
velopment of controls over the function 
of sales and distribution; in this con- 
nection, the author indicates five basic 
reports as a minimum for a normal 
sales report pattern. 

It is Mr. Knott's belief that responsi- 
bility accounting, as he envisages it, is 
the way to provide business with highly 
usable controls to meet the responsi- 
bility of management in the light of 
changes in markets, material and 
methods in the post-war period. 


Study Outline— 


Developing Basic Cost Information 
For Material and Labor 


A very useful manual, in outline 
form, for use in discussion and study 
group programs interested in the topic 
noted above, comprises the third sec- 
tion of the September 1, 1946, issue of 
the N.A.C.A. Bulletin. 

It outlines a course intended to cover 
8 sessions as follows: 

1. Organization for Collection of 
Basic Information. 


2. Incoming Materials Data. 

3. Material Issues. 

4. Special Material Problems. 

5. Labor Costs. 

6. Special Problems in Labor 
Costing. 

7. Production Data and Product 


Costs. 
8. Monthly Closing and Material 
and Labor Reports. 

After outlining the scope of the ma- 
terial to be investigated and studied 
under these headings, each section con- 
tains a group of selected readings 
pertinent to the subject matter under 
consideration. These readings are from 
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current source materials and are both 
authoritative and to the point. 

In the 131 pages of this booklet there 
has been included a review of the sub- 
ject matter that will be of interest not 
only to private study groups, but also 
to regularly enrolled students of cost 
accounting. 


A Return to Cost Control 

The Pennsylvania Regional Cost 
Conference, which was held on April 
6, 1946, in York, Pennsylvania, had as 
its central theme the foregoing topic. 
Three papers were presented at this 
conference and have since been made 
available to the members of the 
N.A.C.A. and the general public in 
booklet form. 

The first of these was entitled, “The 
Control of Prime Cost at Operating 
Department Levels.” It was read by 
Mr. C. E. Headlee, Director of In- 
dustrial Accounts, Westinghouse Elec- 
tric Corporation, Pittsburgh, Pa. The 
second paper was entitled, “The Con- 
trol of Direct Expenses of Operating 
Departments,” and was presented by 
Mr. Jesse G. Kline, Chief Cost Ac- 
countant of the Atlantic Refining Com- 
pany, Philadelphia, Pa. Lastly, a paper 
on the subject of “Revitalizing Stand- 
ards For Control of General Expenses’”’ 
was delivered by Mr. Edward J. Han- 
ley, the Vice-President, Secretary and 
Treasurer of the Allegheny Ludlum 
Steel Corp. of Brackenridge, Pa. 

Thus, in this booklet, the subjects of 
prime costs, direct expenses and gen- 
eral expenses are considered in their 
relation to the central theme of “A 
Return to Cost Control.” 


Research and Development Cost 
Control 

The American business man is no- 
torious for his vital interest in research 
and development of new products. He 
is always eager to utilize to the fullest 
extent the scientific knowledge which 
is extant in order to attain the greatest 
profit for the company in which he is 
interested. Toward this end, many 
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companies have or are presently estab- 
lishing research divisions, while others 
are expanding the scope of this type 
of activity. Still others are beginning 
the exploration of methods by which 
they might keep abreast of the advances 
in the field of science and technology. 

Ronald H. Robnett, Associate Pro- 
fessor of Accounting and Fiscal Officer 
of the Division of Industrial Coopera- 
tion in the Massachusetts Institute of 
Technology develops this idea in an 
interesting article entitled “Control of 
Research and Development Costs,” 
which appeared in the July 15, 1946, 
issue of N.A.C.A. Bulletin. 

After considering various aspects of 
the problem which he has under consid- 
eration, Professor Robnett discusses 
the methods of accounting for research 
and development costs based on the 
procedures in force in a particular or- 
ganization of considerable magnitude. 
He covers the budgeting and account- 
ing procedures for research costs from 
the viewpoint of utilizing them to con- 
trol complex research and development 
activities in an effective and internally 
harmonious manner. 


Merchandise Planning and Control 

It is generally well recognized that 
the primary functions of the retail store 
and the chief factors in the production 
of its income are those of buying and 
selling merchandise. During the war 
years, the problems of control of mer- 
chandise were not so important because 
of the fact that it was a seller’s market 
and the main problem was principally 
getting enough merchandise to satisfy 
the demands of those who were seeking 
to buy it, rather than to control mer- 
chandise stocks against the possibili- 
ties of over-buying. 

In an excellent paper by Leonard 
C. Hobert, Assistant Controller of 
Gimbel Bros., Inc., Milwaukee, Wisc., 
published in the July 15, 1946, issue of 
the N.A.C.A. Bulletin, we find a brief 
presentation of that part of department 
store operations which has to do with 
merchandise planning and control, in 
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recognition of its renewed importance. 

The article begins with a section on 
Merchandise Planning. it defines the 
merchandise plan as ‘“‘a forecast of fu- 
ture operations designed to obtain in 
advance an idea of the sales within a 
given period of time, and the value and 
quantity of merchandise inventory 
needed at all times to realize these 
sales.” It then proceeds to consider 
merchandise plans for each of the fol- 
lowing items: sales, inventories, pur- 
chases, mark-on percentage, mark- 
downs, and gross margin. 

The next section of the article deals 
with the topic of Merchandise Control 
and points out that in order to control 
the merchandise inventory properly, it 
is necessary to begin at the beginning, 
namely at the time the orders are 
placed, and to follow through the actual 
receipt, checking, and marking of the 
merchandise and the payment of the 
invoices. Stock records or book inven- 
tories, of course, are constantly checked 
against physical counts of the mer- 
chandise by departments at the pre- 
determined periodic intervals. This 
section also develops the subject of 
inventory dollar control-retail method, 
unit stock controls, and the taking of 
physical inventories. 

The article is recommended to those 
who wish to get a quick bird’s eye- 
view of the manner by which depart- 
ment stores plan for and control their 
merchandise inventories. 


What Is a Practice Worth? 

Those of our membership who have 
been following with interest the activi- 
ties of our Committee on the Adminis- 
tration of Accountants’ Practice will 
doubtless recollect their difficulty in 
formulating an answer to the question, 
“What is a Practice Worth?” As a 
matter of fact, the Chairman of this 
Committee has on several occasions 
reported that while he has made earnest 
attempts to elicit factual information 
that would be helpful to the solution 
of this problem, he has, nevertheless, 
been unable to find any practices which 
were actually offered for sale. 
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One of our English brethren, Mr. 
John R. Lane, A.S.A.A., has written 
on this subject in the May, 1946, issue 
of Accountancy, the Journal of The 
Society of Incorporated Accountants 
and Auditors in London. His article 
was also reprinted in the June, 1946, 
issue of The Indian Accountant and 
Secretary. 

The first question posed under the 
general problem is, ““What is an eco- 
nomic purchase price?” Mr. Lane cor- 
rectly states that there can be no hard 
and fast rule and answer to this ques- 
tion because it varies with the indi- 
vidual case, particularly since one does 
not purchase the clients but only the 
contact with them and the possibility 
that they may continue the services of 
the purchaser of the practice. How- 
ever, he points out, that the preliminary 
factor which would be determinative in 
a particular case in the net annual in- 
come from the practice, before taxation, 
and he suggests that this net annual 
income must be at least equal to the 
sum of three factors: 


1. What would be earned in com- 
parable employment. 


2. Interest on any capital outlay in- 
volved in the purchase. 


3. A reasonable return for the 
assumption of the managerial 
function in the running of the 
practice. 

He observes in connection with this 
question that a practice consisting of a 
large number of small engagements 
would probably be more attractive than 
one composed of a small number of 
large jobs. He suggests that, before 
negotiations are concluded, the pur- 
chaser of the practice ascertain the age 
and type of the practice offered, the 
reason for selling it, and the most 
recent net annual return received by 
the prospective vendor. 

The next factor involved in the 
general question is what the basis 
of the purchase price should be; that 
is, shall it be based on net profit, 
on gross fees, on gross recurring fees, 
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or on what the author calls the “‘super- 
profit basis’. The author believes that 
the gross recurring fees basis most 
nearly meets the requirements of fair 
dealing on both sides. In this connec- 
tion, it is important to define in advance 
the fees which are to be considered as 
recurring fees. Several possibilities 
exist: Those which have existed (a) 
for a lengthy period, say ten years or 
more; (b) an intermediate period of 
between five and ten years; or (c) an 
initial period of less than five vears. 
Other important points to be consid- 
ered in connection with the foregoing 
are, first, the extent to which fees are 
dependent upon large engagements, the 
loss of any one of which would seri- 
ously affect the practice and, second, 
which fees might conceivably cease 
within a few years because the engage- 
ments producing these fees are likely to 
be permanently concluded. Then there 
is the factor that some of the fees may 
be produced by the kind of work which 
the prospectvie purchaser would not 
wish to continue, as, for example, sec- 
retarial work, “write-ups”, and the like. 

Mr. Lane suggests that an excellent 
way to consider the trend of profits is 
to plot them on a graph for as large a 
time period as is possible (for at least 
ten years), so that the effect of the pre- 
war period may be noted and evaluated 
in this connection. 

When all factors have been ascer- 
tained there remains the problem of 
determining a fair purchase price. The 
view of the writer of this article is that 
the number of years purchase should 
range between a minimum of 1 vear 
and a maximum of 2.2 vears. He states 
that while it is true that a purchaser 
might be willing to work on a smaller 
return at the outset of the assumption 
of a new practice, in his opinion a price 
of more than twice the gross recurring 
fees does not appear to be easily justi- 
fiable, particularly since the present 
sellers’ market may shortly cease and 
the income of the practice be seriously 
impaired. 
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Inflation, Price Control and 
Taxation 

Under the foregoing title, Professor 
Harley L. Lutz presents a very inter- 
esting viewpoint in the August, 1946, 
issue of The Tax Review, published 
under the auspices of the Tax Founda- 
tion. In this paper Dr. Lutz attempts 
to show that our current situation is 
not hopeless and that the popular con- 
cern about inflation may be alleviated 
and the future of prices solved, if one 
possesses a correct understanding of the 
real difficulty and applies the proper 
remedy. 

At the outset Professor Lutz points 
out that the root of the trouble is the 
great increase in purchasing power. 
Taking as a measure of this increase the 
growth of bank deposits and currency, 
he points out that between December 
31, 1940, and May 31, 1946, some 5% 
years, one hundred billion dollars was 
added to the nation’s supply of money 
and bank deposit credits. This, he as- 
serts, is a permanent addition and will 
remain so unless and until it can be 
reduced through the process of debt 
retirement. It is the inflation of credit, 
he says, that has produced the effect we 
now experience with respect to prices 
and incomes. 

Dr. Lutz notes that this huge expan- 
sion in purchasing power may also be 
expressed in terms of the national in- 
come. Thus, comparing the calendar 
vears 1940 and 1945, he shows that the 
total national income has increased by 
about 107 per cent on an over-all basis. 
The largest shares, namely the compen- 
sation of employees and the net income 
of proprietors, rose approximately 127 
per cent. 

The real pressure on prices depends 
on the quantity of available purchasing 
power and the rate at which it is used 
and Professor Lutz indicates that, for 
the country at large between the years 
1940 and 1945, the annual rate of turn- 
over of demand deposits, excluding in- 
terbank and government deposits, has 
declined about 15.8% whereas, for 
New York City, it appears to have in- 
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creased some 24.5% during the same 
period. He attributes the rise in the 
New York turnover rate to the growing 
influence of the prolonged stock market 
rise and the great increase in the scope 
of the trading. 

As a final aspect in this statistical 
summary he considers the course of 
prices and, in terms of index numbers, 
he points out that between the year 
1940, and the month of: May, 1946, the 
increase in wholesale prices for all com- 
modities, together, has been 32.4%, 
whereas the increase in all items in the 
cost of living, taken together, has been 
about 31.3%. 

He concludes significantly, that a 
comparison of the changes in the na- 
tional income with the changes in 
wholesale prices indicates that the for- 
mer has risen relatively much more 
than prices. 

The data presented by Professor 
Lutz disclose that we have created dur- 
ing the war years a vast number of 
dollars and that, as a result, each out- 
standing dollar is worth less in relation 
to goods and services of every kind, as 
indicated by the statistics with respect 
to prices and the cost of living. What 
to do about restoring the value of the 
dollar is the subject of the rest of this 
paper. 

Several possible lines of action are 
mentioned: one would be to diminish, 
by some tour de force, the total number 
of dollars now in existence. Several 
methods of accomplishing this have 
been suggested but Dr. Lutz believes 
that this is a most drastic step and our 
situation is by no means so far out of 
hand as to warrant this course of con- 
duct. Another line of action indicated 
would be to give all people more dollars 
by increasing the money income all the 
way around. It seems almost obvious 
to Dr. Lutz that this would be carrying 
us even further from the primary ob- 
jective. A third line of action would 
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be “to effect a revaluation of the dollar 
in relation to goods by producing more 
goods at lower unit costs.” Professor 
Lutz believes that the real way to raise 
the standard of living is to bring back 
the purchasing power of the dollar, and 
he says that a correct and sensible 
policy with respect to wages is to relate 
them to efficiency and productivity and 
thus to share the fruits of technological 
advance with all. He believes that for 
the accomplishment of this goal, price 
control is unnecessary and that it may 
even be a positive hindrance. His argu- 
ment is epitomized in the form of this 
dilemma: If the price ceiling is fixed 
high enough to return production costs 
and a reasonable profit, then the opera- 
tion of a free market economy would 
ultimately stabilize that price without 
the need of a ceiling; but if the fixed 
ceiling price is set below that point, 
then there is no production, at least for 
sale in the legitimate market. 

With respect to the place of taxation 
in the general plan to restore the econ- 
omy, Professor Lutz believes that it is 
always proper to maintain taxation at 
a sufficient level to cover expenditures 
and to provide, except in most unusual 
circumstances, for a systematic pro- 
gram of debt retirement. He does not 
believe that an increase in taxation at 
the moment would do anything toward 
curbing the inflationary potential which 
already exists, except to the extent that 
any tax monies would be applied to- 
ward the reduction of bank holdings of 
public debt and, provided further, that 
the bank does not offset this decline of 
deposits by expanding private loans. 

Professor Lutz believes that there is 
no escape from the conclusion that the 
taxing power can be safely used only 
for the purpose of financing govern- 
mental needs, that al] attempts to use it 
for non-fiscal ends will backfire or miss 
fire, and that this is also true of taxa- 
tion as an instrument of the control of 
inflation. 
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Principles of Accountancy — Ad- 
vanced (Third Edition) 


3y H. A. Finney. New York, Pren- 
TICE-HALL, INnc., 1946. xi + 802 
pages. $6.50. 


This book is written for students 
of advanced accounting—and by its 
coverage it is admirably adapted for 
those planning to take the C. P. A. 
examination. However, in a sense, 
this volume is more than an account- 
ing text—it not only delves into the 
broader aspects of business but un- 
dertakes to correlate accounting 
treatment with legal requirements 
where the latter is a factor. 

The material in this revised edi- 
tion is presented in Finney’s usual 
clear, concise and direct manner. His 
free use of explanatory case material 
facilitates understanding of complex 
subjects. If you disagree with Fin- 
ney’s conclusions you will generally 
have the benefit of knowing exactly 
why—because his conclusions are 
usually given only after presenting 
in logical form his reasons for them. 

This third edition consists of 30 
chapters taking 570 pages, followed 
by 222 pages of questions and prob- 
lems arranged by chapters, and an 
8 page index. Ten chapters are de- 
voted to parent and subsidiary ac- 
counting and consolidated _ state- 
ments, three ¢hapters to partner- 
ships, two chapters to estates and 
trusts and one chapter each to -con- 
signments, venture accounts, install- 
ment sales, insurance, correction of 
statements and books, the statement 
of affairs, receiver’s affairs, realiza- 
tion and liquidation report, home of- 
fice and branch accounting, foreign 
exchange, budgets, public accounts, 
bank accounting, stock brokerage 
and consolidations, mergers and 
financing. 

It is interesting to note that the 
chapters on consignments and in- 
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stallment sales which were omitted 
from the third edition of Finney’s 
intermediate text now appear in this 
advanced text. In rearranging and 
selecting material for the advanced 
text he has also shifted two of the 
five chapters on partnerships from 
the advanced to the intermediate 
course and reduced from three to one 
chapter (and about one-half the 
number of pages) the material on 
foreign exchange. A new chapter 


concerning the correction of state- 


ments and books has been added. 
Probably many accountants will 
not see eye to eye with the author’s 
theory regarding the preferable 
method of recording and carrying 
on the books of a parent corporation 
its investments in subsidiaries. Mr. 
Finney explains in some detail the 
two bases for recording such invest- 
ments and describes them as (1) the 
economic basis (maintaining the in- 
vestment in subsidiaries at book 
value) and (2) the legal basis (main- 
taining the investment at cost). The 
author apparently favors the eco- 
nomic basis believing that it con- 
forms to the “economic reality” of 
recognizing in the parent’s accounts 
the periodic increase or decrease in 
the net worth of the subsidiary while 
the legal basis “often places the par- 
ent in a position to show as annual 
income such amounts as it may arbi- 
trarily decide to have transferred to 
it as dividends, instead of the profit 
or loss which results from the sub- 
sidiary’s operations.” Accounting 
students would obtain a better con- 
ception of this subject if the author 
mentioned that a very high percent- 
age of parent corporations maintain 
their investments in subsidiaries at 
cost (the legal basis). Reference 
might also be made to bulletins deal- 
ing with consolidations issued by the 
American Institute of Accountants, 
rules promulgated by the S. E. C. 
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and The Public Utility Holding 
Company Act of 1935 to throw fur- 
ther light on this question. 

No matter whether you agree or 
disagree with Mr. Finney concern- 
ing the above, it does not impair the 
value of his text because he has dis- 
cussed both sides of the question. 
In general, his presentation of par- 
ent and subsidiary accounting and 
the preparation of consolidated 
statements is excellent. 

For the most part the specialized 
subjects dealt with in this book are 
very adequately covered but further 
expansion seems desirable in the 
chapters concerning bank account- 
ing, stock brokerage and foreign ex- 
change. Students having no knowl- 
edge of these fields would indeed 
find it difficult to reconcile the theory 
given in these chapters with meth- 
ods and procedures found in actual 
practice. 

In reviewing this book emphasis 
has been placed upon its use as a 
text book for students of advanced 
accounting. The reviewer wishes to 
go on record that he is not a teacher 
and consequently does not feel quali- 
fied to pass upon this book from the 
point of view of the teacher. How- 
ever, the book seems particularly 
well suited to the needs of students 
and should be of considerable help 
and interest to them. The broad and 
logical approach to each subject 
should cultivate in students a similar 
perspective towards accounting 
questions. Any accountant whose 
work encompasses the specialized 
subjects considered in this book 
should find a space for it in his 
library. 

Raymonp G. ANKERS 


Professional Ethics of Public Ac- 
counting, 


By John L. Carey. New York, 
AMERICAN INSTITUTE OF ACCOUNT- 
ANTS, 1946. 136 pages. $2.00; 25% 
discount to educational institutions. 

For the good of all concerned in the 
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practice of any profession, including ac- 
countancy, it is necessary that the 
members thereof do more than dis- 
charge their legal duties to one another 
and those whom they serve. They 
must observe the rules of professional 
conduct, or canons of ethics, accepted 
by the profession as the basis for self- 
regulation not only in the public inter- 
est, but in its own self-interest. In 
essence, these require the professional 
practitioner to deal truthfully and fairly 
with the public, with his clients, and 
with his colleagues. Above all else, a 
professional person must possess the 
ability and perserverance*to ascertain 
the truth, as well as the zeal and reso- 
lution to report it accurately and com- 
pletely. 

Mr. John L. Carey, the author of 
this book, is well qualified to write on 
the subject of this text by reason of his 
long association with the American In- 
stitute of Accountants, the national 
professional accounting society, as Sec- 
retary, and Editor of its Journal. His 
book does more than restate the rules of 
professional conduct; it discusses and 
explains them in a very real and practi- 
cal way, illustrating the commentary by 
reference to recent opinions of the 
American Institute of Accountants’ 
Committee on Professional Ethics, as 
well as to similar pronouncements of 
the S.E.C. and the Treasury Depart- 
ment. 

The sixteen rules promulgated by the 
Institute to govern the professional 
conduct of its members have been re- 
grouped for consideration in this book 
according to their purposes and im- 
portance. 

The first section of the work deals 
with the rules designed to protect the 
public interest. The underlying basic 
concept in this area is that of the inde- 
pendence of the public accountant in 
reporting objectively, disinterestedly, 
and without any bias. Under this 
heading the following subjects are 
considered : 
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False or Misleading 


Statements ..... 6208. Rule 5 
Contingent Fees...... Rule 9 


Financial Interest in 
Chent’s Afiaits... << Rule 13 
Auditor as Director... No formal A.I.A. 
ruie, but see rule 7 
of the N. Y. State 
Society of CPA’s. 
Occupations Incom- 
patible with Public 
Accounting ........ Rule 4 
Occupations Followed 
Simultaneously with 
Practice of Public 
Accounting ........ Rule 15 
Commissions, Broker- 
age, and Fee Split- 
GE. eee Rule 3 
1 


COS eee Rule 12 


The next grouping has to do with 
the accountant’s obligations toward his 
clients. It is impossible to practice ac- 
countancy without clients and so Mr. 
Carey rightfully observes that it is 
obviously desirable that the profession, 
as a whole, so conduct itself that pros- 
pective clients shall have implicit con- 
fidence in the competence and _ trust- 
worthiness of its members. The rules 
discussed under this heading thus pos- 
sess a duai purpose: to guide prac- 
titioners and to reassure those who 
engage them. They include the follow- 
ing subjects: 

Confidential Relationship. Rule 16 

“Professional Dignity”... No formal rule 
Commissions, Brokerage, 

and Fee Splitting...... Rule 3 
Practice by Corporations.. Rule 11 
Use of Accountant's 


Name by Another..... Rule 2 
Certification of Statements 
Audited by Others..... Rule 6 


The last section of the book considers 
the problems growing out of the ac- 
countant’s relations with his colleagues. 
These comprise the etiquette of the pro- 
fession and are good examples of social 
rules, aimed to protect the interests of 
the group against the selfish or egoistic 
impulses of the individual. The topics 
here included are: 

MGAUVOTTIIOR syisiclideesss Rule 10 

BO UCAURMION 66.5 sc wnicioreees Rule 7 
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Competitive Bidding...... Rule 14 
Offers to Employees of 
Other Accountants..... Rule 8 


Use of Professional Discre- 
tion with Firm Names.. Rule 1 
Miscellaneous Questions. . No formal rules 


Perhaps the best way to summar- 
ize the value of this book is to quote 
its concluding paragraph: 

“Out of the traditional standards of 
proper behavior have grown the rule of 
professional conduct of all the profes- 
sions. ‘Through these rules the profes- 
sions hope to provide a discipline which 
their members will voluntarily accept, 
and thereby win public esteem. This 
will increase the fortunes of the pro- 
fessions as a whole, but, even more im- 
portant, the opportunities of their mem- 
bers to serve their community in a useful 
and honorable way.” 


The book should be required read- 
ing for all students of accounting 
and neophytes beginning practice. It 
will prove to be an invaluable refer- 
ence guide to older practitioners 
whenever specific questions arise 
concerning their professional con- 
duct. Mr. Carey deserves the 
plaudits of the profession for this 
useful and important compilation. 

EMANUEL SAXE 


C.P.A. Review (revised edition), 
3y Sidney G. Winter, Prentice-Hall 
Accounting Series; H. A. Finney, 
Editor. New York, PRENTICE-HALL, 
Inc., 1946. xxxi + 633 pages. $6.00. 
More than fifteen years have elapsed 


- since the first edition of C.P.A. REvIEw 


was published. During that time much 
has taken place in connection with the 
refinement of accounting theory and 
the development of accounting and 
auditing practice. There has been a 
considerable departure from the ac- 
cepted practices of the past, particularly 
in the field of financial statements, and 
an increased emphasis upon the devel- 
opment of standard and accepted prac- 
tices in the fields in which a public 
accountant is engaged. Furthermore, 
increased attention has been accorded 
the field of governmental and institu- 
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tional accounting; likewise, cost ac- 
counting has grown in importance 
principally, of course, as a result of the 
increased productivity resulting from 
the war effort. 


The Certified Public Accountant 
examinations have_ reflected the 
changes in the theory and practice that 
have developed during the period men- 
tioned. And Prof. Winter in this re- 
vision of his excellent work, whose first 
edition went through five printings, has 
given effect to this expansion of field 
and change of emphasis. 


In a short foreword Professor 
Winter analyzes the development of the 
C.P.A. examination, and briefly sug- 
gests the methods of preparation for 
this examination and the manner in 
which a candidate should conduct him- 
self while taking it. 

In the body of the book, which is 
divided into eleven sections, he treats 
the following topics: 

1. Partnerships 


2. Corporations 

3. Financial Statements 
4. Auditing 

5. Cost Accounting 


6. Insolvencies, Receiverships, and 
Liquidations 

7. Consolidations, Mergers and 
Holding Companies 

8. Assets, Liabilities and Capital 

9. Accounting for Estates and 
Trusts 


10. Governmental and _ Institu- 
tional Accounting 
Actuarial Science 

12. Miscellaneous C.P.A. Prob- 


lems 


1946 


At the beginning of each section 
he lists the standard reference works 
which might be consulted by the 
student and, in the bibliography at 
the end of the volume, he provides a 
full description of all such refer- 
ences. Candidates preparing for the 
C.P.A. examination will find Profes- 
sor Winter’s book to be an excellent 
source of review in the fields indi- 
cated. 

a 


Airport Accounts, 


by Joseph M. Cunningham, C.P.A. 
MunicipaL FINANCE OFFices As- 
SOCIATION OF UNITED STATES AND 
Canapa; Chicago, Illinois. 1945. 
iii + 28 pages. $1.25. 

This manual presents a standard sys- 
tem of accounts for airports which is 
offered as being equally applicable to 
both commercial and governmental op- 
erations, and which may be used by 
either small or large units. In the 
former case, only the principal accounts 
indicated in the tabulation are recom- 
mended for use; in the case of the 
larger airports, the use of the subdi- 
visions therein included is indicated in 
order to yield a maximum of account- 
ing information. 

The study begins with a statement of 
principles which govern the field. It 
continues with a presentation of a de- 
tailed classification of accounts, includ- 
ing both revenue and expense accounts 
and asset and liability accounts. It 
concludes with an explanation of the 
use of the accounts thus classified. 

The work is clear, comprehensive 
and authoritative. 

gE. & 
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HOUSE OF REPRESENTATIVES 
79rH CoNGRESS—2d Session 
Report No. 2713 
RECONSTRUCTION FINANCE 
CORPORATION 


Jury 31, 1946.—Committed to the Committee 
of the Whole House on the State of the 
Union and ordered to be printed 





Mr. Manasco, from the Committee on Ex- 
penditures in the Executive Departments, 
submitted the following 


RET ORT 


The Committee on Expenditures in the 
Executive Departments, to whom was re- 
ferred the letter of the Comptroller General 
of the United States to the Speaker, dated 
June 19, 1946, printed as House Document 
674, submits the following report with refer- 
ence to such letter and the matters connected 
therewith: 

On June 17, 1946, the Director, Corpora- 
tion Audits Division of the General Account- 
ing Office addressed a letter to the Board of 
Directors of Reconstruction Finance Cor- 
poration stating that the Division had found 
such inadequacies and other deficiencies in the 
accounting function of the Corporation and 
its subsidiaries and affiliated corporations that 
it would be impossible to make a satisfactory 
audit of the Corporation’s affairs for the year 
ended June 30, 1945, and that this might also 
prove true with respect to the year ended 
June 30, 1946. 

Concurrently with the delivery of this letter 
to the Board of Directors of RFC, the Comp- 
troller General transmitted copies to the Con- 
gress as an interim report under section 5 
of the act of February 24, 1945 (59 Stat. 6). 
See House Document No. 674, Seventy-ninth 
Congress. 

The Committee on Expenditures in the 
Executive Departments, to which this letter 
was referred, opened hearings on July 2, 1946. 
Mr. Frank H. Weitzel, Assistant to the 
Comtproller General, and Messrs. T. Cole- 
man Andrews, CPA, Director; Howard W. 
Bordner, CPA, Deputy Director; and Theo- 
dore Herz, CPA, Assistant Director, of the 
Corporation Audits Division of the General 
Accounting Office appeared and testified on 
behalf of the Comptroller General. On July 
10, 1946, Mr. Charles B. Henderson, Chair- 
man of the Board of Directors, and Mr. 
Henry A. Mulligan, director and treasurer, 
of RFC, appeared with a number of officers 
and employees of RFC and testified on behalf 
of the Corporation. After full consideration, 
the committee finds as follows: 

1. That the accounting system of RFC 
covering its nonlending activities is inade- 
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quate and otherwise deficient, as reported by 
the Comptroller General. Notwithstanding 
their prepared statements, the officials of the 
Corporation, when questioned by the com- 
mittee, made admissions which confirmed the 
findings and opinions of the auditors. They 
further admitted that they were months be- 
hind in their account keeping of nonlending 
activities. 

2. That accounting is one of the most im- 
portant responsibilities of management and 
that RFC thus far has failed to discharge 
this responsibility satisfactorily or to recog- 
nize its full extent. This failure undoubtedly 
was due in part to the exigencies of war, but 
this may not be accepted as full justification. 
The continuing lack of adequate accounting 
control of its war activities from their in- 
ception down to date may render the Corpo- 
ration forever unable to give full financial 
account of some of these activities. 

3. That a satisfactory audit of a corpora- 
tion’s affairs cannot be made unless the cor- 
poration’s accounting is adequate, accurate, 
and up to date. It is the duty of auditors only 
to review complete accounting data and no 
part of their duty to undertake accomplish- 
ment of the accounting function or otherwise 
relieve management of its responsibility 
therefor. Adequacy of accounting implies the 
establishment of procedures that will assure 
timely, orderly, and accurate recording, in 
books of account, of all assets, liabilities, capi- 
tal, income and expense, not merely cash 
receipts and disbursements, and timely prepa- 
ration of statements from the accounts that 
show how the corporations’ capital is being 
employed and afford the directors and mana 
gers of the corporations, and the Congress, 
a clear basis for operating and policy deci- 
sions. The committee recognizes that ac- 
counting is not the sole objective of adminis- 
tration, but it believes that the Congress has 
a right to expect the accounting of the Gov- 
ernment’s corporations to be equal to, if not 
better than, the best found in private cor- 
porations. 

4. That the letter to the Board of Direc- 
tors of RFC was framed with restraint and 
fairness and, as indicated by this letter as 
well as by those who appeared before the 
committee for the General Accounting Office, 
the attitude of that office toward the Corpora- 
tion is one of objectivity and desire to be 
constructively helpful. 

5. Phat the Comptroller General acted 
with propriety and in keeping with the re- 
quirements of ‘i law in transmitting to the 
Congress immediately a copy of the letter 
of June 17, 1946, to the Board of Directors 
of RFC. 

6. That RFC should accept the proffered 
aid of the auditors and their recommenda- 
tions. 


( Yctober 
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Official Decisions and Releases 


The following inquiry made by 
one of our members, and the official 
reply thereto, are reproduced here- 
with because of their possible gen- 
eral applicability: 

NATHANIEL FIELD 


Certified Public Accountant 
New York 


August 30, 1946 


Hon. Joseph D. Nunan, Jr. 
Commissioner of Internal Revenue 
Washington, D. C. 

Dear Sir: 

We have read the recent T.D. 5532, per- 
taining to the income tax convention between 
the United States and the United Kingdom 
of Great Britain and Northern Ireland, 
signed April 16, 1945, and effective (for the 
purposes of United States income and excess 
profits taxes) for taxable years beginning 
on or after January 1, 1945. 

_ We would greatly appreciate additional in- 
formation or a clarification as to this tax 
convention, viz: 
1. What is the status of the British In- 
come Tax deducted on dividends or in- 
terest paid to residents of the United 
States ? 
Will taxpayers be permitted to claim 
credit for such taxes withheld from 
dividends and interest by the United 
Kingdom? 
3. Can taxpayers claim such credit begin- 
ning with the year January 1, 1945? 

4. Should taxpayers file Claims for Re- 
fund, covering the year 1945, covering 
taxes withheld by the United Kingdom 
from dividends and interest ? 

An early reply to the above will be greatly 
appreciated. 


to 


Respectfully yours, 
NATHANIEL FIELD 


WwW 
TREASURY DEPARTMENT 


Washington 25 
Sept. 10, 1946 

IT:P:T 2 
DMB-6 
Mr. Nathaniel Field 
521 Fifth Avenue 
New York, New York 
Dear Mr. Field: 

Reference is made to your letter of August 
30, 1946, in which you ask some four ques- 
tions relating to the application of the pro- 
visions of the United States-United King- 
dom Tax Convention, proclaimed July 26, 
1946, and effective as of January 1, 1945. 
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The provisions of Article VI with respect 
to dividends, insofar as applicable to your 
inquiry, are as follows: 


ARTICLE VI 


* * * * * 


“(2) Dividends derived from _ sources 
within the United Kingdom by an individual 
who is (a) a resident of the United States, 
(b) subject to United States tax with respect 
to such dividends, and (c) not engaged in 
trade or business in the United Kingdom, 
shall be exempt from United Kingdom sur- 


tax. 
e+ 2 & & @ 


It will be observed that the quoted para- 
graph exempts the dividends only from 
United Kingdom surtax. The United King- 
dom does not impose its standard tax (cur- 
rently at the rate of 45 percent) upon divi- 
dends. From the standpoint of the United 
States the United Kingdom imposes only 
surtax on dividends as such. The United 
Kingdom, however, does impose its standard 
tax upon earnings of the corporation out of 
which earnings dividends are ultimately paid. 
See Biddle v. Com. 302 U.S. 573 (1938). For 
the purposes, however, of the credit against 
the United States tax, the tax convention 
deems the United States shareholder in a 
United Kingdom corporation to have paid the 
United Kingdom standard tax which, in fact, 
has been paid, not by the shareholder but 
by the corporation paying the dividends. 
(Article XIII(1) United States-United 
Kingdom Income Tax Convention.) This 
privilege is conditioned, however, upon the 
shareholder including in his, or its, gross in- 
come the amount of the United Kingdom tax 
thus deemed to have been paid. Thus, if A, 
a United States resident, holds stock in the 
B Company, Limited, a United Kingdom 
corporation, and A’s so-called gross dividends 
derived from his stock in 1946 is $1,000.00, he 
actually receives only $550.00 because the 
United Kingdom standard tax for that year 
is 45 percent. If A desires to claim a credit 
against his United States tax for the $450.00 
deemed to have been paid by him he must 
report in his gross income for 1946 the 
amount of $1,000.00 and not the net amount 
of $550.00 actually received by him. 

There is no refund of United Kingdom 
tax with respect to dividends so far as con- 
cerns the standard rate of tax. The United 
States shareholder is deemed to have paid 
the United Kingdom standard tax only for 
the purposes of the credit for foreign tax as 
provided in Article XIII(1) of the Conven- 
tion and not for the purpose of refund of 
any part of such tax. 

The provisions of Article VII with respect 
to interest, insofar as applicable to your in- 
quiry, are as follows: 
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The N ew 
ARTICLE VII 
x * x *” x 
“(2) Interest (on bonds, securities, notes, 
debentures, or on any other form of indebted- 
ness) derived from sources within the United 
Kingdom by a resident of the United States 
who is subject to United States tax on such 
interest and not engaged in trade or business 
in the United Kingdom, shall be exempt from 
United Kingdom tax; but such exemption 
shall not apply to such interest paid by a 
corporation resident in the United Kingdom 


to a United States corporation controlling, 
directly or indirectly, more than 50 percent 
of the entire voting power in the paying 


corporation.” 

With respect to claiming credit for British 
taxes withheld on interest or other income, 
Article XIII of the Convention provides that 
subject to section 131 of the United States 
Internal Revenue Code as in effect on the 
first day of January, 1945, United Kingdom 
tax shall be allowed as a credit against 
United States tax. Accordingly, subject to 
the provisions of section 131 of the Internal 
Revenue Code, credit may be — for 
United Kingdom tax as of January 1, 1945. 

The matter of securing refunds of B ritish 


tax withheld is one coming within the juris- 
taxing 


diction of the British authorities. 





York Certified Public Accountant 


However, in order to bring the exemptions 
provided by the tax convention immediately 
into effect, the United Kingdom Board of 
Inland Revenue, in cooperation with this 
office, has devised a series of forms for use 
of individual residents of the United States, 
domestic corporations, and domestic custo- 
dians acting on behalf of residents of the 
United States and domestic corporations. 
Such forms provide for exemption from 
United Kingdom tax where the tax has not 
yet been collected and for refund of tax 
where such tax has already been collected. 
Form M1 (corporation) and Form M1 (in- 
dividual) are the forms to be used where a 
claim is made by a United States corporation 
and a United States resident, respectively, to 
repayment of United Kingdom tax deducted 
from interest and certain other income, de- 
rived from sources in the United Kingdom. 
These and other necessary forms with respect 
to exemption from, or refund of, British tax, 
may be obtained from the collector of inter- 
nal revenue, Second New York District, 
Custom House, New York 4, New York, or 
from the Board of Inland Revenue, Somerset 


House, London, W.C. 2, England. 
Very truly yours 
E. I. McLArNEyY 
Deputy Commissioner 
* 
* 
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erwood Sundstrand Machine Power 
es time where time 
ans money... 


Thousands of man and woman hours have been 
kved in the Accounting and Payroll Departments 
bf many firms through the use of Underwood 
fundstrand Accounting Machines. 


Because of the simple “10 Figure Key” keyboard 
md many automatic features, operating proficiency 
an be acquired quickly. 


The machine does the entire job, not just part of 
t. Many computing combinations are available and 
ll computations are automatically controlled. 


The application scope of the Underwood Sund- 
strand Accounting Machine is extensive .. . will 
help to speed your production and lower your 
ecounting costs. 


Read these definite Underwood Sundstrand ad- 
pantages : 


Payroll Records. Your Payroll Sheet or Summary 
8 prepared at the same time that the Employee’s 
ay Check or Pay Statement or Pay Envelope is 
= 
ostings to the Employee’s Earnings Record are 
made in original, not carbon impressions. When 
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Underwood Corporatio 


Accounting Machines . . . Adding Machines ... Typewriters ... Carbon Paper 
... Ribbons and other Supplies. Sales and Service Everywhere. 






























the forms are in the machine, all entries are com- 
pletely visible. 

Dates and Pay Check Numbers are printed auto- 
matically. Protective Stars are automatically printed 
before the Check amount. When deductions exceed 
earnings, the Pay Check is automatically voided. 
Gross Pay and Net Pay amounts are automatically 
computed and Column Totals are automatically 
printed. 

Government Reports. Year-to-Date Total Gross 
Earnings and Withholding Tax are automatically 
computed for Income Tax purposes. 
Quarter-to-Date Total Taxable Gross Earnings are 
automatically computed for Social Security Tax 
purposes. When the taxable total reaches $3,000, 
the machine automatically exempts amounts in 
excess. 

Savings Bond Ledgers. The machine can be set 
for any bond denomination. The Unapplied Bal- 
ance and the amount “To Go” before the next bond 
can be purchased are automatically computed. 
When the Unapplied Balance reaches the purchase 
price of the bond, the purchase is automatically 
recorded. All bond purchases are automatically 
counted and totaled. 

A eall to your local Underwood office will bring 
you, without obligation, interesting information 
on how your payroll department can save hours of 
man power and woman power. 


Accounting Machine Division 
NM One Park Avenue, New York 16, N. Y. 


Copyright 1946, Underwood Corporation 
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